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response to recommendations made by IRS employees and the public through the Systemic
Advocacy Management System (SAMS).

In July 2008, ACS implemented a reduction in the time it takes to generate the LP68,

ACS levy release, and a reduction in the mail-out timeframes from seven days to five

days. Additionally, ACS has been pursuing the use of e-fax services for all ACS call sites
and support sites. This project is in its early stages and implementation of this initiative is

contingent on future funding.

In her report, the National Taxpayer Advocate makes eight suggestions to improve the ACS
program. Descriptions of the many actions the IRS has taken or is taking to improve ACS
are provided below.

The IRS agrees, and it has always been our policy, that levy releases should be expedited
to prevent over-collection and be responsive in resolving hardship situations and we have
taken numerous improvement actions in this area. We have revised the IRM 5.19.4.4.10 to
provide additional guidance for faxing levy releases and provided more examples in train-
ing materials. ACS is also pursuing technological alternatives to improve our efficiency in

releasing levies.

In January 2008, the TAS Collection Levy Team (TCLT) was formed to address concerns
TAS had with issues raised in the 2005 and 2006 Annual Reports to Congress. The team

is comprised of analysts from Collection Policy, ACS, and TAS. One of the issues being
addressed is the expedite release procedures. There continues to be discussions as to which
situations require an expedite levy release and a resulting faxed levy release. Currently,
there are expedite levy release procedures and all taxpayers are afforded the same rights as
it pertains to levy releases. SB/SE and W&I currently have a joint effort in process as part
of an initiative to look at collection processes that might be impacted by current economic
conditions. As part of that effort IRM guidelines are currently under review to ensure levy
release actions are expedited when appropriate. In addition current year financial analysis
CPE will address hardship indicators and include scenarios to ensure IRS assistors are
aware of the options available to expedite levy release action.

While ACS does not have a unique toll-free number for different applications, the technol-
ogy of Enhanced Business Operating Division Routing (EBR) requests the taxpayer identi-
fication number (TIN) of the taxpayer, identifies Large Dollar calls by Business Operating
Division (BOD), and routes the call accordingly. In effect, this provides direct-dial service.
Callers who do not provide a TIN are default routed to a regular ACS tax examiner for
assistance, which may ultimately require a manual transfer to an appropriately skilled tax
examiner. Our call routing system does not allow us to direct a caller to a specific agent.
Given the large number of ACS employees across the country, to provide extension dialing
capabilities, or have the system successfully connect a large volume of callers to specific
employees, would not provide timely quality service due to time zones, leave, breaks, hours

worked, or various other activities of our employees that take them off the phones.
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The IRS acknowledges there may be situations where a taxpayer requests to speak with an
ACS manager and the manager is unsuccessful in returning the call. The IRM 1.4.20.1(2)(h)
and IRM 5.19.8.4.16.4 provide clear guidance for both the ACS employees and managers.
Guidance is also provided on the Electronic Automated Collection Service Guide (E-ACSG)
on handling taxpayer requests for a manager callback. To address this issue and identify
improvement opportunities, a random sampling of calls will be conducted on a quarterly

basis and increased emphasis will be placed on this issue during operational reviews.

The IRS is working to add a field for taxes on Form 433-F, Collection Information Statement.
In the interim, IRM 5.19.1.6.3(12) provides clear and concise guidance on determining a
taxpayer’s disposable income. Federal, state, and local tax obligations are automatically
allowed as a deduction from gross pay, as well as FICA, Medicare, other mandatory retire-
ment programs, and health insurance. Additionally, the Desktop Integration (DI) financial
screen used by employees to enter financial information provided by the taxpayers auto-

matically subtracts taxes from gross wages to arrive at a net wage amount.

The IRS is committed to providing the highest level of service to all taxpayers and ACS
routinely uses fax machines to receive documentation needed to resolve issues. Due to
capacity and resource limitations, the IRS established limits on the number of incoming
facsimile pages to ten.” This limitation is to ensure that all callers receive prompt service
without experiencing lengthy delays, either by taxpayers holding on the line while waiting
for the IRS to receive their facsimiles or by callers waiting to speak to a representative.

ACS call sites have limited fax machines, which are not co-located, for the assistors to use.
In general, call sites do not have high-speed fax machines capable of handling high vol-

umes. It is challenging for assistors to provide service to customers when phone lines are
tied up with taxpayers on hold waiting for their facsimile transmissions. The page limita-
tion is merely a guide to promote equity and efficiency for both the taxpayer and the site.

As more resources become available, we will revisit this issue.

Currently, ACS is designed to systemically generate a levy release when it recognizes the
account is full paid. This promotes efficiency and equitable treatment for taxpayers. We
recognize that systems have their limitations. It is, therefore, our policy to fax a levy
release any time a mailed release will not be received by the levy source and processed in
time to prevent additional monies from being submitted. We do not limit this policy to
hardship situations.

Over the past several years, ACS has worked with Collection Policy to ensure the consistent
treatment of taxpayers requesting an installment agreement. The IRM 5.19.1 has been
updated to resolve the appearance that ACS and the CFf have different procedures for tax-

60 |RM 5.19.1.6.3. The IRM procedure regarding the number of fax pages provides guidance to our employees to ensure all taxpayers receive prompt service
without experiencing lengthy delays while on the phone. The IRM instructions generally limit the number of faxed pages; however, the IRM removes the limit
for special situations, including hardship.
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payers to obtain a basic installment agreement. The requirements for streamlined install-
ment agreements have been revised to make it clear that loan denial letters are not required
as part of the necessary documentation for such agreements.® In fiscal year 2007, over 97
percent of the installment agreements granted by the IRS were streamlined installment

agreements.

The music taxpayers hear while on hold is an enterprise-wide service and is not specific

to the ACS operation. The routing system optimization planned in FY 2009 is addressing
this issue with the intent of making overall improvements to the queue structure including
what music is played, the volume, and what messages are integrated with the music based

on relevancy.

ACS utilizes objective and unbiased data collected through our CSS to improve operations.
The survey is available for all ACS phone applications, including the Tax Practitioner Line.
A tone is heard, generally at the end of a call, to indicate selection to participate in the sur-
vey. The IRM 21.10.1.4.2 is being updated to stipulate that the “tone” will be heard near the
end of the call. We believe our survey and internal quality reviews are adequate to gauge

the level of our success in providing quality service.

In addition to the CSS, correspondence is also received from taxpayers and their represen-
tatives expressing either their satisfaction or dissatisfaction of how the IRS handled their
situation. All complaints received, through any venue, are thoroughly researched, ad-
dressed, and, whenever possible, resolved. The use of Contact Recording has afforded the
IRS an opportunity to listen to the actual call that led to the complaint, ensuring manage-
ment has an accurate portrayal of what occurred during the call. Contact Analytics will be
in place within a year and will help us to further identify areas that need improvement.

Taxpayer Advocate Service Comments

The National Taxpayer Advocate commends the IRS for continuing to make quality cus-
tomer service a top priority, and acknowledges the pride ACS employees take in striving to
provide the highest level of service to all taxpayers. She also appreciates the IRS’s candor
in its realization that it can also make improvements to fully address taxpayer concerns.
The National Taxpayer Advocate is encouraged by the IRS’s use of Contact Recording to lis-
ten in on actual taxpayer calls and obtain an accurate portrayal of what occurred, and looks
forward to learning more about the IRS’s Contact Analytics initiative to identify areas for
further improvement. Moreover, she acknowledges the IRS’s recent efforts to work closely
with TAS and to evaluate her prior Annual Reports to Congress for recommendations to
improve ACS as being steps in the right direction.

61 IRM 5.19.1.5.4.2 (Nov. 19, 2008).
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Customer Satisfaction Survey and Quality Review Concerns

The IRS’s belief that its Customer Satisfaction Survey and internal quality reviews are
adequate is somewhat disconcerting in light of what TAS has heard and continues to hear
from LTAs, taxpayers, and practitioners. As previously noted, TAS’s main concern is that
the IRS’s survey process is too narrow in scope and fails to adequately measure the entire
ACS experience. Under current survey procedures, the taxpayer may not receive the op-
portunity to properly rate the overall outcome, but rather is only able to assess a “snapshot”
in time (i.e., the ACS employee’s behavior on a particular call). The National Taxpayer
Advocate reiterates that the IRS needs to continue to explore ways of measuring the most
important aspects of ACS service (i.e., the downstream impact on taxpayers dealing with
the ACS).

Restrictive Use of Fax Technology and Timely Release of Levy

The National Taxpayer Advocate is pleased to learn that the IRS is pursuing e-fax services
for all ACS sites and that, in the interim, it has reduced the levy release generation times,
as well as the mail-out timeframes from seven to five days. Reducing the waiting time
between the IRS’s levy release determination and the time the release is actually received
will help to minimize taxpayer burden or hardship. We also agree that the revision of
IRM 5.19.4.4.10 should further improve this area.

However, we respectfully disagree with the IRS’s claim that its expedited levy release pro-
cedures are adequate. The National Taxpayer Advocate recognizes the ACS handles a large
number of cases with limited resources. However, the ACS continues to send millions of
levies on an annual basis. The IRS must stop and consider the downstream consequences
of this type of enforcement activity, particularly in light of today’s difficult economic times.
While we agree that expedited procedures are listed in the applicable IRM sections, we
continue to hear complaints that taxpayers are still not being advised of this option, unless
they specifically request it. As a result, the National Taxpayer Advocate urges the IRS to
include a required discussion of this option in all applicable IRM sections related to levy
release. It is not so much a matter of increasing IRS employees’ awareness of the existing
procedures as it is to require employees to increase taxpayer awareness of this option. The
National Taxpayer Advocate believes the IRS should fax or expedite a levy release any time
it determines a significant hardship is present. The IRS should consider establishing a
centralized ACS or ACS support unit that is dedicated to faxing levy releases and would not
detract from a contact employee assisting the next customer.

Lack of Extension Dialing Capability

The National Taxpayer Advocate appreciates the IRS’s explanation of its EBR technology, as
this helps to better understand how the ACS routes calls. However, she disagrees with the
IRS’s assertion that the current large dollar case routing procedures in effect serve as direct
dialing. In its explanation, the IRS states that when a taxpayer or practitioner with a large

dollar case contacts the ACS and provides the taxpayer identification number, the call will

MSP #12
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be immediately routed to the large dollar case unit. The National Taxpayer Advocate does
not consider this to be direct dialing since the caller must wait on hold, speak to someone,
and then be routed. The National Taxpayer Advocate believes the IRS should provide

true extension dialing capability, at a minimum, for specialized units to enhance customer

service.

ACS Manager Callbacks

The National Taxpayer Advocate applauds the IRS for recognizing that its managers are not
following through with the managerial callback policy and for proposing quality reviews

of these procedures. These efforts should go a long way toward addressing the concerns
raised by many of the practitioners TAS spoke with earlier this year. We look forward

to hearing more about the methodology to be used for tracking adherence with the IRS’s
stated policy.

Problems with Collection Information Statement, Form 433-F

The National Taxpayer Advocate is pleased to learn of the IRS’s plans to revise the current
Form 433-F, Collection Information Statement. The revision will greatly benefit taxpay-

ers by allowing them to include the correct amounts for their local, state, and federal tax
obligations when determining their monthly expenses. The National Taxpayer Advocate
looks forward to the actual publishing of the form. Moreover, she believes the revision will
further strengthen the guidance in the IRM and on the Desktop Integration intranet page
for ACS employees helping taxpayers to provide the correct information.

Inconsistent IA Policies

The National Taxpayer Advocate commends the IRS on its recent decision to revise the
ACS'’s streamlined IA procedures and make them consistent with those of the CFf. No
longer requiring a loan denial letter as part of the necessary documentation will allow for

much more efficient processing of a streamlined IA and will benefit all parties.

ACS’s Fax Policies

The National Taxpayer Advocate recognizes the capacity and resource limitations that pre-
clude the IRS from accepting high volumes of faxed pages. She also appreciates the IRS’s
response that this “is to ensure that all callers receive prompt service without experiencing
lengthy delays.” However, the National Taxpayer Advocate is disturbed by the IRS’s argu-
ment that it is “equitable” and “fair” to refuse faxes based on a ten-page limit when accept-
ing 20 pages by fax might possibly resolve a case for a taxpayer. When a taxpayer is forced
to end a call because the assistor will not accept the appropriate number of faxed pages,
the ACS unduly burdens the taxpayer by making him or her call back, wait on hold, and
expend additional time (if the ACS assistor is unable to locate the mailed correspondence).
Providing taxpayers with immediate assistance and resolution is fair and equitable and

promotes customer service. The IRS should make co-locating fax machines and investing
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in high-speed fax machines a priority to allow for more prompt case resolution and fewer
taxpayer contacts. Moreover, if the IRS does not have the appropriate resources to pro-
vide world class service to its taxpayers, such as being able to receive 20 pages of faxed
documents and answer a phone at the same time, then it should raise the issue to Congress

and seek additional funding.

Recommendations

The National Taxpayer Advocate recommends that the IRS:

1. Develop specific guidance, for inclusion in all IRM sections related to levy releases,
requiring employees to inform taxpayers of their option to obtain a faxed levy

release.

2. Adopt a comprehensive fax policy, and obtain the necessary equipment, that will al-
low taxpayers and practitioners to fax any and all documentation to the IRS, includ-
ing documents that must now be mailed.

3. Develop a customer satisfaction survey that records taxpayer concerns about the
overall handling of their cases and develop and implement a survey specifically for

tax practitioners.

4. Develop a tracking mechanism to identify and monitor situations where the tax-
payer has requested to speak with an ACS manager, in order to evaluate the degree

to which IRS’s stated policy is being followed.
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Did You Know?

® As early as 2004, the tax gap' attributable to small businesses doing business over the

Internet was estimated to be as high as $1 billion per year and rising.?

® According to one poll, 38 percent of American adults play computer or console games,
and among those, 44 percent play games over the Internet.?

® Over 16 million people are estimated to have active subscriptions to Internet-based
multiplayer environments called “virtual worlds,”* many of which have their own

economies and currencies.’

B As early as 2001, an economist estimated that time spent by “players” in one of the
many virtual worlds generated about $3.42 per hour, which represented a gross
national product (GNP) of about $135 million and a per capita GNP of about $2,266 —
roughly equivalent to Russia and higher than in many developing countries.®

® In 2005, about one billion real dollars changed hands in virtual worlds.”

B [n 2006, about 3,100 “residents” of one of the smaller virtual worlds, called “Second
Life,” who generated a net profit in virtual transactions had average revenues of

$20,000 in real U.S. dollars.?
® Some businesses now accept virtual dollars in exchange for real property or services.?

® Second Life charges a value added tax (VAT) on certain transactions between European

Union residents and Second Life.*

L The “tax gap” is the amount of tax on legal transactions for a given year that is not paid voluntarily and timely.

2 Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2005-30-010, The Internal Revenue Service Is Making Progress in Addressing Compli-
ance Among Small Businesses Engaged in Electronic Commerce (Nov. 2004).

3 The Associated Press/America Online Poll, Gaming Study, Conducted by IPSOS Public Affairs, Project No. 81-5139-64, at http://surveys.ap.org/data/
Ipsos/national/2007-10-22%20Gaming%20Study.pdf (Nov. 12, 2007).

4 A*virtual world, described in greater detail below, is a computer-based simulated environment, which allows multiple users to interact using graphical
representations of themselves (called “avatars”), typically over the Internet.

5 See Bruce Sterling Woodcock, Total MMOG Active Subscriptions, Version 22.0, at http://www.mmogchart.com/Chart4.html (Feb. 12, 2008).

6 See Edward Castronova, Virtual Worlds: A First-Hand Account of Market and Society on the Cyberian Frontier, CESifo Working Paper No. 618, 33, at http://
papers.ssrn.com/abstract=294828 (Dec. 2001).

7 Heather M. Rothman, As Congress Considers Online Game Taxes, Linden Lab Contends Law Already Clear, 210 DTR G-2 (Oct. 31, 2006).

8  Robert D. Hof, My Virtual Life, Business Week, at http://www.businessweek.com/ print/ magazine/content/ 06_18/b3982001.htm?chan=g1 (May 1, 2006).
According to Second Life, about 531 unique users had positive monthly in-world cash flow worth more than $2,000 in the month of April 2008. See
Second Life, Economic Statistics http://secondlife.com/whatis/economy_stats.php (last visited May 12, 2008). Although still one of the smaller worlds,
Second Life was recently estimated to have 93,219 “active subscriptions” and more than 12 million “registered users,” the vast majority of whom are in the
United States. See Bruce Sterling Woodcock, Total MMOG Active Subscriptions, Version 22.0, at http://www.mmogchart.com/Subscriptions.xls (Feb. 12,
2008) (showing active subscriptions on sheet 4); Robin Sidel, Cheer Up, Ben: Your Economy Isn’t As Bad as This One, Wall Street Journal, page A1, Jan. 23,
2008 (reporting registered users).

9 See Fistpitch, Pizza Enters the Virtual World of Second Life, at http://www.fastpitchnetworking.com/pressrelease.cfm?PRID=8734 (Apr. 21, 2007).

10 See Second Life, Value Added Tax, at http://secondlife.com/corporate/vat.php (last visited May 12, 2008).

Taxpayer Advocate Service — 2008 Annual Report to Congress — Volume One 213



Most Serious

Problems

The IRS Should Proactively Address Emerging Issues Such as Those Arising from “Virtual Worlds” MSP #13

MSP The IRS Should Proactively Address Emerging Issues
#13 Such as Those Arising from “Virtual Worlds”

Responsible Officials

Chris Wagner, Commissioner, Small Business/Self-Employed Division

Clarissa Potter, Acting Chief Counsel

Definition of Problem

A “virtual world” is a computer-based simulated environment, which allows multiple users
to interact using graphical representations of themselves (called “avatars”), typically over
the Internet. Economic activities associated with virtual worlds may present an emerging
area of noncompliance, in part, because the IRS has not issued guidance about whether
and how taxpayers should report such activities.’* To proactively address the tax gap and
improve voluntary compliance, when the IRS learns of an emerging economic activity that
receives no clear tax treatment under existing guidance, it should quickly promulgate clear

rules and enforce them consistently.

The remainder of this discussion illustrates some of the confusion taxpayers may face in
reporting economic activities associated with virtual worlds. However, the broader chal-
lenge for the IRS is to identify any emerging economic activities with tax implications
that taxpayers, especially unsophisticated ones, are likely to misreport without additional
guidance, and to issue clarifying guidance quickly.

Analysis of Problem

What is a virtual world?

As noted above, we use the term “virtual world” to refer to a computer generated environ-
ment that people can access simultaneously and remotely to interact with each other

as well as other features of the environment, generally for a monthly subscription.*”
Participants are represented graphically as “avatars,” and may “own” virtual property, such
as clothing, tools, weapons, or real estate, which is also graphically represented in the
environment. Virtual worlds operate continuously and retain the location of an avatar and

other items, even if the person represented by the avatar has shut off his or her computer.’

11 Heather M. Rothman, As Congress Considers Online Game Taxes, Linden Lab Contends Law Already Clear, 210 DTR G-2 (Oct. 31, 2006) (quoting an IRS
spokesman as acknowledging that “we have recognized it as an emerging area of noncompliance.’).

12 Some virtual worlds generate income primarily from advertising revenue.
13 Because virtual worlds were first developed as games, they are sometimes called “massive multiplayer online games” or “MMOGs”
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One category of virtual world, exemplified by the World of Warcraft (WoW), is game-like,
has defined objectives, and a significant amount of operator-developed content. WoW

describes itself as follows:

World of Warcraft enables thousands of players from across the globe to come
together online - undertaking grand quests and heroic exploits in a land of fantas-
tic adventure.... Like most other role-playing games, World of Warcraft lets you
advance in level as you gain experience. Experience can be gathered by killing
monsters, exploring new destinations, and completing quests.... Nearly all quests
give sizeable experience rewards. Many quests also provide material rewards, such

as cash, potions, food, magic items, armor, and weapons.™

Another category of virtual world, exemplified by Second Life, is unstructured, utilizes
more user-created content, and is more geared toward commercial and social interaction.

Second Life describes itself as follows:

Second Life is a 3-D virtual world entirely created by its Residents... [p]erhaps
you'll find a perfect parcel of land to build your house or business. You'll also be
surrounded by the Creations of your fellow Residents. Because Residents retain
the rights to their digital creations, they can buy, sell and trade with other Resi-
dents. The Marketplace currently supports millions of U.S. dollars in monthly
transactions. This commerce is handled with the in-world unit-of-trade, the Linden
dollar, which can be converted to U.S. dollars at several thriving online Linden

Dollar exchanges.'s

Google is also reportedly planning to launch a virtual world based on its extensive satellite
photos and maps of the real world.** Any such platform could greatly expand the economic

activity associated with these worlds.

What type of economic activity goes on in virtual worlds?

In addition to buying virtual property, such as clothing or tools, a person’s avatar can “steal,”
“make,” or “find” it, or pick it up after defeating the prior owner. In some worlds, he or she
can gamble for virtual money."”” Users can sell or exchange virtual property with other
players for different property or in-world currency — gold in WoW or Linden Dollars in
Second Life. The “terms of service” (TOS) or “end user license agreement” (EULA) contract

14 See http://www.worldofwarcraft.com/info/basics/guide.html (last visited May 12, 2008).

15 See http://secondlife.com/whatis/ (last visited May 12, 2008).

16 See, e.g., Chris Taylor, Google Moves into Virtual Worlds, by Combining Satellite Maps and 3-D Software, Google Earth Is Turning into a Virtual Online Play-
ground, CNNMoney.com, at http://money.cnn.com/2006/05/11/technology/business2_futureboy_0511/ (Dec. 14, 2006); Tom Smith, Google’s Virtual
World Could Be Business Answer To Second Life, the Information Week, at http://www.informationweek.com/blog/main/archives/2007/09/googles_vir-
tual.html (Sept. 25, 2007).

17 Linden Labs, the operator of Second Life, recently banned gambling and unlicensed banking activities. See, e.g., Eric Reuters, UPDATE 3 - Linden Bans
Second Life Banks, Reuters Second Life News Center, at http://secondlife.reuters.com/stories/2008/01/08/breaking-linden-bans-second-life-banks/
(Jan. 8,2008).
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typically states that the operator may turn off the virtual world or cancel a participant’s
account without compensation at any time and for any reason, retains ownership of all ac-
counts and virtual property (i.e., the participant is merely licensing use of the game and has
no property interest in virtual items or accounts), and may prohibit the transfer of accounts
or virtual property for “real” money.'® However, at least some of these limitations may not

be enforceable under state law."?

Even if virtual property and avatars are not determined to be “property” under state law,
they are valuable and can be sold for real dollars or in-world currencies, which can often be
converted into real dollars. For example, in early 2008 a person could sell 1,000 WoW gold
pieces for between $12 and $22 (an exchange rate of between 83.33 and 45.45 gold pieces
per U.S. dollar).>> A person could also sell 1,000 Linden Dollars on an in-world currency
exchange for about $3.75 (an exchange rate of 266 Linden Dollars per U.S. dollar).*!

You’ve got to be kidding: Is this economic activity significant?

The economic activity in virtual worlds is significant. As early as 2001, an economist esti-
mated that time spent in one of the many “virtual worlds” generated about $3.42 per hour,
which represented a gross national product (GNP) of about $135 million and a per capita
GNP of about $2,266 — roughly equivalent to Russia and higher than in many developing
countries.”” Since $3.42 is a decent wage in some developing countries, people in such
countries reportedly spend long hours in a virtual world to acquire virtual property and

create avatars with favorable attributes that the entrepreneur can sell for real dollars.”* In

18 For example, WoW’s TOS provides:

BLIZZARD MAY SUSPEND, TERMINATE, MODIFY, OR DELETE THE ACCOUNT AT ANY TIME WITH ANY REASON OR NO REASON, WITH OR WITHOUT NOTICE....
Blizzard does not recognize the transfer of Accounts. You may not purchase, sell, gift or trade any Account, or offer to purchase, sell, gift or trade any
Account, and any such attempt shall be null and void. Blizzard owns, has licensed, or otherwise has rights to all of the content that appears in the
Program. You agree that you have no right or title in or to any such content, including the virtual goods or currency appearing or originating in the Game,
or any other attributes associated with the Account or stored on the Service. Blizzard does not recognize any virtual property transfers executed outside
of the Game or the purported sale, gift or trade in the “real world” of anything related to the Game. Accordingly, you may not sell items for “real” money
or otherwise exchange items for value outside of the Game. See WoW TOS § 7-8, at http://www.worldofwarcraft.com/legal/termsofuse.html (last visited
May 12,2008).

Second Life’s TOS allows participants to “retain... intellectual property rights with respect to Content you create in Second Life” Second Life, TOS § 3, at

http://secondlife.com/corporate/tos.php (last visited May 12, 2008). However, the TOS also grants Linden Labs a “perpetual, irrevocable, non-exclusive

right and license” in any creations and provides that Linden Labs retains ownership of a person’s account and related data. /d.

19 Seg, e.g., Joshua Fairfield, Virtual Property, Indiana Law No. 50, at http://ssrn.com/abstract=807966 (Oct. 2005); Erez Reuveni, On Virtual Worlds: Copy-
rights and Contract Law at the Dawn of the Virtual Age, 82 Ind. L.J. 261, 290-294 (2007) (discussing various arguments that could result in virtual property
rights, notwithstanding the terms of the EULA or TOS). When Linden Labs exercised its right to deny a person access to virtual property, a court found the
TOS arbitration clause to be unenforceable. See Bragg v. Linden Research, Inc., 487 F. Supp. 2d 593 (E.D. Pa. 2007).

20 See, e.g., http://www.mmopawn.com/sell-1.html (last visited Feb. 28, 2008). The actual price may depend on supply and demand conditions on the
particular server hosting the part of the virtual world where the transaction will take place as well as the number of WoW gold pieces you are attempting to
sell. An online chat on February 28, 2008, revealed that www.mmopawn.com would have paid $14 for 1,000 WoW gold pieces on the “Aegwynn US - A’
server.

21 See http://secondlife.com/whatis/economy-market.php (last visited Mar. 5, 2008).

22 See Edward Castronova, Virtual Worlds: A First-Hand Account of Market and Society on the Cyberian Frontier, CESifo Working Paper No. 618, 33, at http://
papers.ssrn.com/abstract=294828 (Dec. 2001).

23 Eli Shayotovich, Taxing Virtual Earnings - Seriously, at http://www.businessweek.com/print/innovate/content/may2006/id20060502_832540.htm (May
2,2006).
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2006, one person was reported to have become a millionaire by developing and selling
virtual real estate in Second Life,** and about 3,100 “residents” of Second Life who earned
a net profit were reported to have generated average annual revenues of $20,000 in real
U.S. dollars.*s Real world businesses such as Dell, Mazda, Adidas, Coca Cola, CNET, Major
League Baseball, Harvard University, American Apparel, H&R Block, and Reuters have
established a presence in Second Life.”* The American Cancer Society reportedly raised
about $118,000 via a virtual “Relay for Life” in which over 1,000 avatars participated by
“walking” through representations of reallife places.”” In other words, by participating in
these worlds, a significant number of people are creating real economic income. Where

there is economic income, there is likely to be tax due from someone.”

When people generate virtual income and property, whose property is it?

The federal income tax consequences of a transaction generally depend on what property
rights are created or transferred under local law.” As noted above, most virtual world con-
tracts provide that players obtain no property rights by playing the game, but since players
or residents are creating significant value, scholars have speculated that such agreements
might not be upheld.> Even if someone else owns the virtual property under state law,

however, a person who creates valuable virtual property or turns it into “real” property or

24 See Daniel Terdiman, Big-shot Economist to Advise Teen Virtual World, CNET News.com, Sept. 17,2007. See also http://acs.anshechung.com/ (last
visited May 12, 2008).

25 Robert D. Hof, My Virtual Life, Business Week, at http://www.businessweek.com/ print/ magazine/ content/06_18/b3982001.htm?chan=g1 (May 1, 2006).

26 See www.secondlife.com; Second Life, Brand Promotion, at http://secondlifegrid.net/how/brand_promotion (last visited Mar. 10, 2008). See also, Tim
Beyers, IRS to Tax Your Second Life? The Motley Fool, at http://www.fool.com/server/ printarticle.aspx?file=/investing/high-growth/2006/10/ 16/ irs-to-tax-
your-second-life.aspx?terms=IRS%20t0%20Tax%20Your%20Second%20Life (Oct. 16, 2006). H&R Block has started to offer tax advice in Second Life and
is accepting Linden Dollars in exchange for a new tax preparation product. See H&R Block Launches First Virtual Tax Experience in Second Life, at http://
www.hrblock.com/presscenter/articles/secondrelease.jsp (last visited Mar. 10, 2008). It is also paying “residents” in Linden Dollars for helping to market
its product on their own virtual property. Id. Even the IRS has studied the utility of virtual worlds as a communication and training tool, concluding the IRS
could use them to recruit new employees and provide taxpayer service, for example, through “Virtual Tax Days” where the IRS answers tax questions inside
a virtual world. Wage and Investment, Strategy and Finance, Program Evaluation and Risk Analysis (PERA), Virtual Worlds, Project No. 7-03-16-2-024 (Apr.
2003).

27 American Cancer Society, Second Life Relay for Life, at http://www.cancer.org/docroot/Gl/content/GI_1_8_Second_Life_Relay.asp (last visited May 12,
2008) and Second Life, Philanthropy and Fundraising, at http://secondlifegrid.net/how/philanthropy_and_fundraising (last visited Mar. 10, 2008).

28 The European Union subjects Second Life transactions between the operator and EU residents to VAT taxes. See Second Life, Value Added Tax, at http://
secondlife.com/corporate/vat.php (last visited Mar. 10, 2008).

29 See, e.g., Morgan v. Comm’r, 309 U.S. 78, 80 (1940) (“State law creates legal interests and rights. The federal revenue acts designate what interests
or rights, so created, shall be taxed.”). The EULA or TOS typically provides that a specific jurisdiction’s laws will apply. For example, the Second Life TOS
provides: “This Agreement and the relationship between you and Linden Lab shall be governed in all respects by the laws of the State of California without
regard to conflict of law principles or the United Nations Convention on the International Sale of Goods.” Second Life, TOS § 7.1, at http://secondlife.com/
corporate/tos.php (last visited May 12, 2008).

30 See, e.g., Joshua Fairfield, Virtual Property, Indiana Law No. 50, at http://ssrn.com/abstract=807966 (Oct. 2005); Erez Reuveni, On Virtual Worlds: Copy-
rights and Contract Law at the Dawn of the Virtual Age, 82 Ind. L.J. 261, 290-294 (2007) (discussing various arguments that could result in virtual property
rights, notwithstanding the terms of the EULA or TOS). As noted above, when Linden Labs exercised its right to deny a person access to virtual property, a
court found the TOS arbitration clause to be unenforceable. See Bragg v. Linden Research, Inc., 487 F. Supp. 2d 593 (E.D. Pa. 2007).
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value is likely to wonder if he or she is nonetheless subject to tax on income from services,

prizes, or winnings.?'

What are some of the tax issues that virtual worlds raise?

Virtual world transactions raise a number of tax questions. For example, is a person
subject to tax each time he or she acquires virtual property? How about when the person
exchanges one virtual property for another, or for virtual currency? How about when the
user sells the virtual property or his or her account (and avatar) for real money? What, if
any, information reporting, withholding, backup withholding, and recordkeeping require-
ments apply to these transactions? Similarly, difficult questions may arise in connection

with the tax obligations of virtual world operators.

Why might a taxpayer be confused about whether transactions involving virtual
property should be reported as taxable income?

Income, broadly defined, is subject to tax.

Although the IRS has not issued any guidance directly addressing these difficult questions,
a person is generally taxed immediately upon “all income from whatever source derived.”s*
Income is defined broadly as any “undeniable accessions to wealth, clearly realized, and
over which the taxpayers have complete dominion.”** Moreover, a person is generally
subject to tax upon finding or earning money or treasure, winning a lottery, prize or award,
stealing property, or trading one piece of property for another, potentially leading some to

conclude that transactions involving virtual property are or should be subject to tax.3

The receipt of prizes, winnings, and barter exchange “trade credits”
are all subject to tax, information reporting, and withholding.
If the in-world sale or exchange of virtual property for other virtual property or in-world

currency is analogous to barter (i.e., trading), which generates taxable income, then each

31 At least for foreign persons, there is also a question about whether the person may be subject to tax in the United States, especially if the server is located
in the United States. See generally, Richard L. Reinhold, Some Things That Multilateral Tax Treaties Might Usefully Do, 57 TAXL 661 (Spring 2004) (discuss-
ing the role of server location in determining if a corporation has a “permanent establishment” in the U.S.); Richard L. Doernberg, Electronic Commerce:
Changing Income Tax Treaty Principles A Bit?, 89 Tax Notes 1625 (Dec. 18, 2000) (same). In addition, the location of the parties and the computer server
may affect a state’s authority to require the parties to an online-transaction to collect or pay sales or use tax. See, e.g., Paula K. Royalty, Tax Implications of
Using Out-of-State Computer Servers, 1 Shidler L.J. Com. & Tech. 5 (Feb. 2, 2005).

32 IRC § 61 (defining gross income). Some taxpayers are not even aware that Internet transactions are subject to tax. The press surrounding the “Internet
Tax Moratorium,” which temporarily prohibits local governments from levying taxes on Internet connections may contribute to this misperception. See, e.g.,
Internet Tax Freedom Act Amendments Act of 2007, Pub. L. No. 110-108, 121 Stat. 1024 (Oct. 31, 2007).

33 Commr. v. Glenshaw Glass Co., 348 U.S. 426 (1955). Cottage Sav. Ass'n v. Comm', 499 U.S. 554 (1991) further clarified that the exchange of substan-
tially similar mortgages gave rise to “realization” under IRC § 1001 of any gain or loss because the mortgages embodied “legally distinct entitlements”
Thus, some may conclude that the exchange of one virtual item for another or for virtual currency triggers a “realization,” which they may also conclude is
taxable in the absence of a clearly applicable nonrecognition provision.

34 See, e.g., IRC § 74 (including in income prizes and awards); IRC § 83 (including in income property transferred in connection with the performance of
services); Treas. Reg. § 1.61-14(a) (noting: “Illegal gains constitute gross income. Treasure trove, to the extent of its value in United States currency, con-
stitutes gross income for the taxable year in which it is reduced to undisputed possession”); Rev. Rul. 80-52, 1980-1 C.B. 100 (noting members of a barter
club had income from services in “the taxable year in which the [barter] credit units are credited to their accounts”); Cesarini v. U.S., 428 F2d 812 (6th Cir.
1970) (holding that cash discovered inside a piano purchased at auction is gross income in the year of the discovery).
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transfer of virtual property could also generate taxable income.35 In a barter exchange,

one member provides goods or services to another in exchange for other goods or services
or for trade credits, which can be used to acquire goods or services from other members.
Since barter exchange operators are obligated to issue information returns (Form 1099-B,
Proceeds From Broker and Barter Exchange Transactions) to each of their members, report-
ing each transaction? in excess of $1,%7 some virtual world operators may be concerned that
the IRS might assert they should be sending these information returns to their customers
each year, as certain commentators have suggested.s®

Taxpayers have a similar duty to report any prizes or awards in excess of $600.3 Virtual
world operators may also be concerned that if the virtual property “paid” to participants
in virtual worlds is sufficiently analogous to taxable prizes (e.g., a prize for completing a
quest), then the IRS could assert the operators need to report the prizes on information re-
turns. In such cases, the virtual world operator might also be required to withhold against
the prize if the player was either a foreign person or failed to provide a tax identification
number.* Such withholding would be difficult since the prize — the virtual property — is
not paid in cash.

However, many taxpayers may not be certain that virtual worlds are analogous enough to
barter exchanges or that virtual currency is sufficiently analogous to prizes to be subject

to such rules, at least before a taxpayer cashes out his or her virtual items for real dollars.
Pursuant to various technical rules, tax is often deferred until after an item is transferred

for value, as further described below.#

35 See, e.g., Rev. Rul. 80-52, 1980-1 C.B. 100.

36 See generally Treas. Reg. §§ 1.6045-1(a)(4); 1.6045-1(e), 1.6045-1(f); IRS Publication 525, Taxable and Nontaxable Income (2007). The barter
exchange regulations notably tax the receipt of barter exchange credits or scrip at its face value (unless the Commissioner determines another value), even
though pursuant to the regulations, “property does not include a credit or scrip.” Treas. Reg. § 1.6045-1(f)(5)(iii).

37 Notice 2000-6, 2000-1 C.B. 315 (providing a de minimis $1 exception).

38  See Dustin Stamper, Taxing Ones and Zeros: Can the IRS Ignore Virtual Economies?, 114 Tax Notes 149 (Jan. 15, 2007) (reporting that Professor Bryan
Camp and Tim McDowel, executive director of the National Association of Trade Exchanges, both indicated that virtual world operators could be subject to
the barter exchange reporting requirements).

39 IRC §§ 6041(a), 6041(d); IRC § 6041A(a), 6041A(e); Instructions for Form 1099-MISC (2008) (box 7); Instructions to Form W-2 G (2008). Although
“brokers” are subject to similar information reporting rules under IRC § 6045, Internet auction sites such as eBay contend they are not brokers. See, e.g.,
E-mail from Margaret M. Richardson to Eric Soloman and Michael Desmond (Apr. 16, 2007), reprinted as, Margaret M. Richardson, Individual Comments
on Third-Party Information Reporting for Online Commerce, 2007 TNT 80-24 (Apr. 25, 2007).

40 See generally IRC §§ 3406(a)(1), 3406(h)(2), 1441(a), 1442(a).

41 For a detailed discussion of why certain income is not taxed, see generally, Lawrence Zenenak and Martin McMahon, Professors Look at Taxing Baseballs
and Other Found Property, 84 Tax Notes 1299 (Aug. 30, 1999); Joseph M. Dodge, Accessions to Wealth, Realization of Gross Income, and Dominion and
Control: Applying the “Claim of Right Doctrine” to Found Objects, Including Record-Setting Baseballs, 4 Fla. Tax. Rev. 685 (2000); Bryan T. Camp, The
Play’s the Thing: A Theory of Taxing Virtual Worlds, 59 Hastings L. J. 1 (Nov. 2007); Leandra Lederman, “Stranger than Fiction:” Taxing Virtual Worlds, 82 NYU
L. Rev. 1620 (Mar. 2007).
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The production of property is not subject to tax.

A person is not immediately subject to tax when he or she creates property. For example, a
farmer is not taxed on the crops he grows and harvests before selling or exchanging them.+
A taxpayer may wonder if creating virtual items or setting out to obtain them is similar

enough to farming and harvesting crops that such acquisitions are not taxable.

The receipt of property that is difficult to value is not always subject to tax.

A person is not immediately subject to tax when he or she acquires property that has no
reasonably ascertainable fair market value. This is so even if the property could easily be
valued if it were not subject to a contingency that affects its value.”* For example, if a tax-
payer sells stock in exchange for a right to receive an amount of money that is contingent
on the outcome of pending litigation, the taxpayer might not be taxed until the litigation is
resolved.* Such “open transaction” treatment also applies to payments for services in the
form of nonqualified stock options that have no reasonably ascertainable fair market value.
Such payments are not taxable until the options are exercised or transferred.* Similarly,
payments for services made in the form of stock are not taxable even if the stock is easy

to value, provided the stock is subject to a substantial risk of forfeiture (e.g., the taxpayer
forfeits the stock if he or she terminates employment before it “vests”) until the stock is
transferred or the risk of forfeiture (i.e., the contingency) lapses.*°

Although some virtual property is relatively easy to value because it is listed for sale on
virtual property auction websites, other virtual property is not so easy to value. Some
virtual property is not transferable under the TOS. Moreover, all virtual property is argu-
ably subject to forfeiture at the discretion of the virtual world operator. The virtual world
operator could cancel the taxpayer’s account, shut down the virtual world, or change the
world in a way that eliminates the value of the virtual item. Thus, a taxpayer may wonder
if such contingencies make the in-world acquisition and sale or exchange of virtual prop-

erty nontaxable.

42 See Morris v. Comm’r, 9 BT.A. 1273, 1277-1278 (1928), acq., C.B. VII-2, 28 (1928); Tatum v. Comm’, 46 T.C. 736, 739 (1966), aff'd, 400 F.2d 242 (5th
Cir. 1968) (describing crops as representing an “unrealized appreciation” ); Strong v. Comm’r, 91 T.C. 627 (explaining the general rule). See also Rev. Rul.
56-496; 1956-2 C.B. 17; IRC § 631; Treas. Reg. § 1.631-1(d) and (e). Scholars have distinguished a farmer's harvest, a fisherman’s catch, and a miner's
diamonds, which a person sets out to obtain with the investment of labor or capital, from similar items that a taxpayer may find unexpectedly. See Joseph
M. Dodge, Accessions to Wealth, Realization of Gross Income, and Dominion and Control: Applying the “Claim of Right Doctrine” to Found Objects, Includ-
ing Record-Setting Baseballs, 4 Fla. Tax. Rev. 685, 696-697 (2000) (observing that no similar deferral applies to income from found items, which are
generally taxable upon receipt).

43 See generally Burnet v. Logan, 283 U.S. 404, 51 S. Ct. 550 (1931).

44 See, e.g., Rev. Rul. 58-402, 1958-2 C.B. 15; In re Steen, 509 F2d 1398, 1403-1405 (9th Cir. 1975); Treas. Reg. § 1.1001-1(g)(2).

45 See Treas. Reg. § 1.83-7.

46 See IRC § 83(a); Treas. Reg. § 1.83-1.
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Merely exercising the right to use someone else’s property is not subject to tax.

In certain circumstances, we do not tax the acquisition of the right to use another person’s
property even if the use itself is valuable.#” For example, one academic has observed that
when vacationers on a cruise ship reallocate deck chairs which are all owned by the cruise
operator, they are not subject to tax.* Each vacationer has purchased a right to use any of
the chairs in the public areas of the cruise ship. So redistributing actual possession of the
chairs among passengers who have the right to use them does not result in taxable income,
even though there may be such a shortage of a given type of chair that one passenger may
be willing to pay another to use it. Similarly, by paying to play the game, a taxpayer has
the legal right to use any virtual property or virtual dollars that he or she could acquire
inside the virtual world. Thus, a taxpayer may wonder if the acquisition and sale of virtual
property for virtual dollars is nontaxable because it is similar to acquiring and trading the
right to use a deck chair — a right that he or she acquired by paying to play the game.

Winnings are not always taxed immediately.

A gambler is generally not taxed after each winning hand of poker provided he or she

does not leave the table or cash in his or her chips.# Thus, a taxpayer may wonder if the
acquisition and sale of virtual property for virtual dollars is nontaxable because it is similar

to winning a hand of poker before leaving the table or cashing out.

The IRS sometimes decides not to tax certain transactions.

In some cases, the IRS does not tax transactions that fall into a grey area, especially if the
public widely believes they are not taxable and a contrary result might be difficult to ad-
minister. For example, academics have suggested the IRS’s policy of not taxing the receipt
of frequent flier miles was more a product of political pressure than of technical analysis.>
Commentators have said the same thing about the IRS’s decision not to tax a baseball fan
who catches a record-breaking ball and immediately returns it.>* Similarly, many Internet

47 The tax treatment of transactions on Second Life could differ from the treatment of transactions on other virtual worlds because according to the TOS
Second Life Residents retain certain intellectual property rights to their virtual creations. Second Life, TOS § 3, at http://secondlife.com/corporate/tos.php
(last visited May 12, 2008).

48 See Leandra Lederman, “Stranger than Fiction:” Taxing Virtual Worlds, 82 NYU L. Rev. 1620, 1654 (Mar. 2007).

49 See Rev. Proc. 77-29, 1977-2 C.B. 538 (suggesting that to properly substantiate gains and losses in “table games,” which are typically played using chips,
a taxpayer should record the gambling results at a given table rather than after each hand). See also Zarin v. Commissioner, 916 F.2d 110, 114 (3rd
Cir. 1990) (holding, in part, that casino chips were not “property” in the hands of a gambler, but rather “nothing more than an accounting mechanism...
designed to facilitate gambling in casinos where the use of actual money was forbidden”). But see PLR 200532025 (May 3, 2005) (concluding an online
gaming site operator must report online credits to a taxpayer's gaming account, where the credits performed the same function as casino chips even if the
taxpayer had not exchanged the credits for cash or property).

50 Compare Ann. 2002-18, 2002-1 C.B. 621 (declaring “[T]he IRS will not assert that any taxpayer has understated his federal tax liability by reason of the
receipt or personal use of frequent flyer miles or other in-kind promotional benefits attributable to the taxpayer’s business or official travel.... The relief
provided by this announcement does not apply to travel or other promotional benefits that are converted to cash”) with Dominic L. Daher, The Proposed
Federal Taxation of Frequent Flyer Miles Received from Employers: Good Tax Policy But Bad Politics, 16 Akron Tax J. 1 (2001) (suggesting that the receipt of
frequent flyer miles is taxable under current law and that the IRS’s announcement was the result of political pressure).

51 Compare IR-98-56 (Sept. 8, 1998) with Darren Heil, The Tax Implications of Catching Mark McGwire’s 62nd Home Run Ball, 52 Tax. Law 871 (Summer
1999) (arguing that a taxpayer should be taxed even if he or she returns the ball because he or she exercises dominion and control over it and suggesting
that because the IRS’s press release was the product of political pressure it may not reflect the correct interpretation of existing law).
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users and virtual world operators believe that in-world transactions are not and should not
be subject to tax, in part because of the administrative difficulties that taxation would pres-
ent.s* Thus, a taxpayer may conclude that when the IRS gets around to providing guidance
on the taxation of in-world transactions, it will likely reach the same conclusion, especially
since it has not issued any guidance to the contrary even though the tax issues presented by
virtual worlds have received significant publicity.

Why would it be difficult to administer the taxation of in-world transactions?%3

Aside from possibly having to analyze and litigate each of the questions described above,
administering the taxation of in-world transactions would present significant challenges for
taxpayers and the IRS, such as those described below.

Tracking and reconstructing many small transactions would be burdensome.

Most in-world sales or exchanges involve low value items of virtual property. For example,
according to Second Life, in February 2008, its residents engaged in about 16 million
transactions, 85 percent of which were for 199 Linden Dollars or less.>* Since the exchange
rate at that time was about 265 to 266 Linden Dollars to the U.S. dollar,’ these statistics
suggest that most transactions on Second Life are for less than $1 and would not be subject
to information reporting, even if the IRS treated Second Life as a barter exchange. Thus,
residents and the IRS might need to track and document millions of small transactions
without the benefit of information reporting.

Valuing virtual transactions would present challenges.

A related and potentially more serious problem would be valuing each of the virtual
transactions. Although it might be relatively easy to value in-world currency (assuming

we ignore any discount to account for the possibility the virtual world operator may take
action that would reduce its value) if the currency is readily convertible into real dollars on
an organized exchange, many virtual currencies are not traded that way.>® Moreover, the
value of a virtual currency on any given day could be very difficult for the IRS or a taxpayer
to reconstruct years later in connection with an IRS audit. While valuing in-world transac-
tions conducted in virtual currency would be burdensome, especially in light of the small
dollar amounts typically involved, valuing in-world trades of other types of virtual property

52 See, e.g., Heather M. Rothman, Tax Policy: As Congress Considers Online Game Taxes, Linden Lab Contends Law Already Clear, 210 DTR G-2 (Oct. 31,
2006).

53 Commentators have pointed out a number of policy arguments for and against the taxation of in-world transactions. See, e.g., Bryan T. Camp, The Play’s
the Thing: A Theory of Taxing Virtual Worlds, 59 Hastings L. J. 1, 44-71 (Nov. 2007); Leandra Lederman, “Stranger than Fiction:” Taxing Virtual Worlds, 82
NYU L. Rev. 1620, 1641-1672 (Mar. 2007); Steven Chung, Real Taxation of Virtual Commerce: Has Second Life Crossed the Line?, Spring 2007 (unpub-
lished manuscript, on file with Hastings LJ). However, our discussion is limited to administrative considerations.

54 Second Life, Economic Statistics, at http://secondlife.com/whatis/economy_stats.php (last visited Mar. 10, 2008).

55 Second Life, LindeX Market Data, at http://secondlife.com/whatis/economy-market.php (last visited Mar. 10, 2008).

56 For example, there is no currency exchange for WoW gold. Different Internet vendors buy and sell WoW gold at different rates which are not always publicly
disclosed. The value of WoW gold depends on the size of the transaction and its location (e.g., the server on which it is located).
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might be nearly impossible. For example, how would we value a trade of virtual armor for

a virtual sword or the income from picking up a virtual sword?

IRS guidance could improve taxpayer compliance even if it simply clarified that in-
world transactions are not taxable.

Internet-based transactions are a potential area of noncompliance, particularly when they
are not subject to information reporting. Yet, the IRS sometimes responds to questions
from taxpayers who want to comply with the rules, which the IRS has not adequately
explained or written down, by asking the taxpayer to request a private letter ruling at
significant personal expense.5” In 2005, for example, when a taxpayer asked the IRS how
to report the acquisition, exchange, and sale of virtual property, IRS employees gave him
two different answers and one advised him to submit a private letter ruling request.>® The
taxpayer later published a book describing the situation, as well as his discussion with the
IRS.

Some people are likely to conclude that if the rules are so complicated that the IRS cannot
even figure them out, it is unreasonable for the government to expect taxpayers to do s0.5
They might also use such reasoning to justify noncompliance in other areas. Moreover,
our system of voluntary compliance will break down if it demands that taxpayers report
income that is impossible to report, pay tax on “virtual” income that cannot be used to pay
real taxes, or makes taxpayers feel like “chumps” if, perhaps mistakenly, they do pay tax
on such virtual income.*® Thus, promulgating guidance would likely promote voluntary

compliance even if it exempts in-world transactions from tax.”

57 The greatest expense associated with a private letter ruling request is likely to be the cost of hiring a tax practitioner to submit the request. However, the
IRS’s fee for a private letter ruling is: $625 for taxpayers with gross income less than $250,000, $2,100 for those with gross income between $250,000
and $1 million, and $11,500 for those with gross income of $1 million or more. Rev. Proc. 2008-1, 2008-1 I.R.B. 1. For a discussion of the IRS’s difficulty
in evaluating the impact of potential user fees on its ability to achieve its mission, see National Taxpayer Advocate 2007 Annual Report to Congress 66
(Most Serious Problem, IRS User Fees: Taxpayer Service for Sale).

58 See Julian Dibbell, Play Money, or, How I Quit My Day Job and Made Millions Trading Virtual Loot, 303-311 (2006) (describing discussions with one IRS
employee at a Taxpayer Assistance Center and his conclusion that in-game transactions involving virtual property are not taxable, and a follow up call to an
IRS business assistance line where the IRS employee expressed the opinion that such transactions are taxable, but recommended that the taxpayer obtain
a private letter ruling, for a fee, to get a more authoritative answer).

59 See generally David J. Mack, ITAX: An Analysis of the Laws and Policies Behind the Taxation of Property Transactions in a Virtual World, 60 Admin. L. Rev.
749, 759 (Summer 2008) (urging the IRS to issue guidance on the taxation of virtual transactions, in part, to avoid creating “a society of unintentional tax
cheats”).

60 Imposing unreasonable recordkeeping burdens on taxpayers, as taxing in-world transactions might do, has long been thought to decrease voluntary compli-
ance. See, e.g., Deborah H. Schenk, Simplification for Individual Taxpayers: Problems and Proposals, 45 Tax L. Rev. 121, 166-67 (1989).

61 Some commentators have suggested that from a tax policy perspective in-world transactions in Second Life should be subject to tax, but in-world transac-
tions in other worlds should not. See, e.g., Leandra Lederman, “Stranger than Fiction:” Taxing Virtual Worlds, 82 NYU L. Rev. 1620, 1625 (Mar. 2007) (con-
cluding “transactions in game worlds, such as WoW, should not be taxed unless the player engages in a real-market trade (a cash-out rule)... [and] that in
intentionally commodified virtual worlds, such as Second Life, federal income tax law and policy counsel that in-world sales of virtual items be taxed”); and
Steven Chung, Real Taxation of virtual Commerce: Has Second Life Crossed the Line? 14,20 (Spring 2007) (unpublished manuscript, on file with Hastings
J) (concluding that “imposing a taxable event at the in-world level would be fairer, would not create excess burdens and is not complex” but later clarifying
“this article does not advocate taxing in-world transactions within Second Life”).
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To its credit, the IRS has recently identified a number of issues presented by Internet

auctions of virtual property and other aspects of virtual worlds.®* However, the IRS should
consider doing more to help taxpayers comply with their tax obligations by quickly issuing
guidance addressing how to report economic activities in virtual worlds, as well as in other

emerging areas of economic activity.®s

IRS Comments

The IRS recognizes the need to address the tax aspects of new e-business activities. For
example, the IRS formed the E-Business and Emerging Issues (EBEI) policy group in 2003
to address emerging issues resulting from the growth and expansion of business activities,
advances in computer technology, and new developments in the use of e-business technol-
ogy. This technology includes the advent of Internet-based “virtual world” games that may

involve a “virtual economy” for game participants.

The EBEI group has partnered with IRS business units to provide a consistent strategy to
address e-business tax issues. The IRS is engaged in the identification of tax issues result-
ing from new Internetrelated activities and recommendation of appropriate strategies to
address those issues. Such strategies include internal and external communications such as
issuance of interim guidance memoranda, updates to the Internal Revenue Manual (IRM),
IRS publications, and website postings.® We also had specific workforce training, research
projects, proposals for published guidance, and IRS compliance initiative projects.

The IRS has issued guidance in the past on other activities that raise similar issues to those
of “virtual world” game activities.®s For example, guidance related to online auctions, barter-
ing, and electronic businesses states that if a taxpayer spends more money on an activity
than received, the taxpayer cannot claim a loss on an income tax return. If a taxpayer

receives more money from an activity than spent, then the taxpayer may be required to

62 SB/SE Examination Policy, Reporting Compliance, Internet Online Gaming an E-Business & Emerging Issues (DRAFT) Discussion Paper on the Compliance
Impact of Internet Online Gaming (May 2007). As early as 2004, the IRS conducted a Compliance Initiative Project to address noncompliance by Internet
auction sellers. SB/SE Reporting Compliance, Compliance Improvement Project, Internet Auction Sellers & Auction Brokers (Feb. 25,2004). By contrast,
according to SB/SE Compliance it “has not identified any known examinations involving Internet Online Gaming and the sale of virtual game items.” SB/SE
Examination Policy, Reporting Compliance, Internet Online Gaming an E-Business & Emerging Issues (DRAFT) Discussion Paper on the Compliance Impact
of Internet Online Gaming 4 (May 2007).

63 TIGTA also recently found that the IRS could improve the accountability of its guidance process. See TIGTA, Ref. No. 2008-10-075, The Published Guidance
Program Needs Additional Controls to Minimize Risks and Increase Public Awareness (Mar. 4, 2008).

64 Communications include: IRS, Retail Industry ATG - Chapter 3: Examination Techniques for Specific Industries (Electronic Business, Online Re-
tail), at http://www.irs.gov/businesses/small/article/0,,id=141491,00.html (Aug. 2005); IRS, Online Auction Sellers, at http://www.irs.gov/busi-
nesses/small/industries/article/0,,id=163622,00.html (last visited Dec. 8, 2008); IRS, Bartering Income, at http://www.irs.gov/businesses/small/
article/0,,id=187904,00.html (last visited Dec. 8, 2008); IRS, Electronic Business, at http://www.irs.gov/businesses/small/article/0,,id=108188,00.html
(last visited Dec. 8, 2008); IRS, Tax Responsibilities of Bartering Participants, at http://www.irs.gov/businesses/small/article/0,,id=188095,00.html (last
visited Dec. 8, 2008).

65 Guidance includes: IRS, Tax Tip 2008-02, Gambling Winnings and Losses, at http://www.irs.gov/newsroom/article/0,,id=172190,00.html (last visited
Dec. 8,2008); IRS, Tax Topic 419, Gambling Income and Expenses, at http://www.irs.gov/taxtopics/tc419.html (last visited Dec. 8,. 2008); Transcript for
Business or Hobby, at http://www.irs.gov/businesses/small/article/0,,id=187331,00.html; IRS Pub. 525, Taxable and Nontaxable Income, at http://www.
irs.gov/pub/irs-pdf/p525.pdf (2007) (analogous to gambling, found property, prizes & awards, bartering, hobbies, etc.).
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report taxable income. This guidance should be helpful in assisting taxpayers who have

questions about the tax consequences of their online “virtual world” game activities.

The IRS will continue to prioritize our guidance to meet taxpayer needs. Virtual world
e-business issues and implementation of communication and compliance strategies will

continue to be addressed through the EBEI policy group.

Taxpayer Advocate Service Comments

While the National Taxpayer Advocate is pleased the IRS has formed an E-Business and
Emerging Issues policy group, provided guidance, and initiated training, research projects,
and compliance initiative projects, she finds the IRS comments largely unresponsive to

the concerns outlined above. The IRS guidance on barter, online auction sellers, gambling
income, found property, etc. described in the IRS comments is helpful. However, this guid-
ance mostly restates existing rules, addressing the relatively easy questions for which clear

answers already exist.%

As the tax administrator, the IRS has a duty to answer all of the basic questions about
transactions undertaken regularly by significant numbers of taxpayers, such as those
involving virtual items (described above), especially if the questions are difficult for taxpay-
ers to answer on their own.”” It may be unfair to expect the IRS to answer these questions
before state property and contract laws have evolved far enough to provide clear guidance
about when a transfer of virtual items is a transfer of property rights. These very difficul-
ties, however, support the conclusion that the IRS should issue guidance. If the tax experts
at the IRS cannot figure out what the rules are or should be, unsophisticated taxpayers who
participate in the virtual economy have little hope of doing so. The IRS could at least make
an administrative pronouncement about how taxpayers should treat these transactions in

the interim as it studies the issue and the state law rules evolve.

More broadly, the IRS needs to produce specific early guidance on difficult issues con-
fronted by taxpayers on a regular basis in emerging areas of economic activity. Otherwise,
it risks turning these taxpayers into unintentional tax cheats, establishing noncompliance
norms in the industry, and leaving IRS employees without clear guidance about how to do
their jobs.

66 For one of the most recent suggestions by a commentator regarding how the IRS could answer some of the difficult questions, see Theodore P. Seto,
When is a Game Only a Game?: The Taxation of Virtual Worlds, Loyola-LA Legal Studies Paper No. 2008-24, at http://ssrn.com/abstract=1220923
(Aug., 12 2008).

67 The South Korea and Swedish tax agencies have issued some guidance in this area. See, e.g., Flora Graham, Slapping a Tax on Playtime, BBC News,
at http://news.bbc.co.uk/2/hi/technology/7746094.stm (Nov. 25, 2008). Although the Swedish pronouncement was not promulgated in English,
it reportedly stated that “in-game transactions may incur liability for both value-added tax as well as income tax under Swedish law.” Vili Lehdonvirta,
Sweden Moves to Tax In-Game Transactions, Virtual Economy Research Network, at http://virtual-economy.org/blog/sweden_moves_tax_-game_trans-
actions (Apr. 16, 2008).
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Recommendations

The National Taxpayer Advocate recommends the IRS:

1.  Work with the Office of Chief Counsel and the Treasury Department to issue guid-
ance addressing how taxpayers should report economic activities in virtual worlds
(or at least ask the Office of Chief Counsel to put it on the priority guidance plan)
along with other emerging issues; and

2. Invite the Taxpayer Advocate Service to appoint a representative to the E-Business
and Emerging Issues policy group.
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Responsible Officials

Richard E. Byrd, Jr., Commissioner, Wage and Investment Division

Chris Wagner, Commissioner, Small Business/Self-Employed Division

Definition of Problem

The IRS Restructuring and Reform Act of 1998 refocused the IRS mission from enforce-
ment to a “greater emphasis on serving the public and meeting taxpayers’ needs.”” Current
law provides for “simple and nontechnical” processes and procedures for examining, or
auditing, taxpayers’ returns.” The Internal Revenue Manual (IRM) and IRS publications
provide opportunities for the IRS to meet taxpayer needs and preferences throughout the
examination process.> These needs and preferences may vary from choosing a method for
conducting an examination (face-to-face versus correspondence) to requesting a telephone
discussion of an audit issue with the examiner, and even include setting up a payment
agreement for any taxes owed as a result of the audit. The IRS often fails to meet taxpayer
needs and preferences due to limited resources or policy reasons. The resulting unsuit-
ability of the process deviates from the IRS’s commitment to provide “top quality” taxpayer

service and can lead to taxpayer complaints and tax controversies.*

Because the IRS does not consistently meet taxpayer needs and preferences, the tax as-
sessed sometimes reflects the taxpayer’s inability to navigate the audit process rather than
the amount truly owed. This is evidenced by the following disparities in audit and cus-

tomer satisfaction results:

® Taxpayers audited in an office setting experience lower assessments and higher agree-

ment rates;>

LIRS Restructuring and Reform Act of 1998 (RRA 98), Pub. L. No. 105-206, Title |, Subtitle A, § 1002, 112 Stat. 690 (July 22, 1998). See also IRS Mission
Statement, Internal Revenue Manual (IRM) 3.0.273.2 (Jan. 1, 2008); IRS Pub. 1, Your Rights as a Taxpayer (May 2005).

2 RRA 98, Pub. L. No. 105-206, Title Ill, Subtitle F, § 3503, 112 Stat. 771 (July 22, 1998).

3 Forexample, IRM 4.10.3.16.9 (Mar. 1, 2003) requires the IRS to honor a taxpayer's request for a face-to-face interview. Such needs and preferences
may include face-to-face meetings, relief requests under repetitive audit procedures, or correspondence audit issue discussions via telephone with a tax
examiner.

4 Taxpayers may use various avenues to express dissatisfaction with the examination process ranging from requests for TAS assistance and Audit Reconsid-
erations to protests to the Appeals function and U.S. Tax Court.

5 Automated Information Management System (AIMS) from the Compliance Data Warehouse (CDW), Individual Tax Returns for Tax Periods 2005-2008 (Sept.
2008). See also Chart 1.14.1, Examination Closures, infra.
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B Taxpayers audited by correspondence are more likely to be subject to repetitive audits;*

and

® Taxpayers who are able to discuss their correspondence audit by telephone with their

tax examiner express very favorable comments.”

The National Taxpayer Advocate is very concerned about these disparities, which could

jeopardize the fairness and uniformity of tax administration.

Analysis of Problem

An Introduction to IRS Examinations

Internal Revenue Code (IRC) § 7602(a)(1) authorizes the IRS to examine any books, papers,
records, or other data that may be relevant to ascertain the correctness of any return.®

IRC § 7605(b) prevents the IRS from conducting unnecessary examinations of taxpayer’s
“books of account” more than once for each taxable year.? As a practical matter, the “one
inspection” rule has numerous limitations and applies only to the taxpayer’s own records.*
For example, as part of the audit process, an examiner will inspect (i.e., look at) taxpayer’s
prior and subsequent year tax returns to identify related issues or matters of concern."

An inspection of a tax return under these circumstances does not constitute an inspection
of “books of account.””* Similarly, the IRS has taken the position that other IRS contacts
with taxpayers (e.g., to resolve mathematical or clerical errors,'s unreported income or
non-filing issues such as Automated Underreporter (AUR), (also called document matching)

6 For a detailed discussion on the frequency and likelihood of a Correspondence Examination, see Most Serious Problem, The IRS Correspondence Examina-
tion Program Promotes Premature Notices, Case Closures, and Assessments, infra.

7 Pacific Consulting Group, Compliance Center Examination (CC Exam) SB/SE National Report, January Through March 2008 10, 19 (July 2008).

8 IRC § 7602.

9 IRC § 7605(b); 26 C.ER. § 301.7605-1(h).

10 The courts interpret the “one inspection” rule very narrowly, holding that a subsequent examination does not constitute a second inspection in many situ-
ations. See Application of Magnus, 299 F2d 335 (2d Cir. 1962) (subsequent IRS third-party inquiry as a part of a continuing investigation “not a further
examination”); Dahl v. Comm’, T.C. Memo. 1974-190, affd, 526 F.2d 552 (9th Cir. 1975) (IRS reexamination of information contained in a prior audited
return for the purpose of determining the correct tax liability for the year under examination not a second inspection); Estate of Maceo v. Comm, T.C.
Memo. 1964-46 (IRS examination of new matters introduced by an amended tax return not a second examination when taxpayer failed to timely object);
U.S. v. Kendrick, 518 F2d 842 (7th Cir. 1975) (second examination applicable to a different type of tax); U.S. v. Omohundro, 619 F2d 51 (10th Cir. 1980)
(IRS subsequent examination of corporate records after examining the records of an individual taxpayer not a second examination); Spell v. U.S., 907 F2d
36, 38 (4th Cir. 1990) (transfer of the case to Criminal Investigation (Cl) for further investigation after completing a routine audit not a second inspection).

11 |RM 4.19.3.30.7.1 (Nov. 8, 2005).

12 See Curtis v. Comm’r, 84 T.C. 1349, 1350 (1985).

13 See generally IRC § 6213(g).
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inquiries," and Automated Substitute for Return (ASFR) entries’s do not constitute more
than one inspection under IRC § 7605(b).*¢

The IRS audit program relies on one-on-one examination contact with a taxpayer and
includes three types of examinations: correspondence examinations, examinations con-
ducted in IRS offices, and field examinations typically held in a taxpayer’s home or place
of business.'” These examinations range from a mailed notice asking for clarification of a

single tax return item to a full, face-to-face interview and review of the taxpayer’s records.

The number of individual income tax returns examined has continuously increased since
2000."% During fiscal year (FY) 2000, the IRS audited 617,765 such returns. By FY 2007,
this figure more than doubled, with the IRS examining 1,384,563 individual returns.
Examinations completed by correspondence accounted for 83 percent of all individual
taxpayer audits,' and IRS campus offices conducted slightly more than 71 percent of the

correspondence examinations.”

The Expanded Use of Correspondence Examinations

Correspondence examinations focus on a limited number of specific, clear-cut issues

that would not normally require a full-scale field audit.* Over the years, the number of
examinations conducted by correspondence increased dramatically, focusing largely on
economies of scale rather than taxpayer needs and preferences.” The regulations refer to
the convenience of a taxpayer; however, the current correspondence examination process is
driven mainly by time and issue instead.”s For example, although the IRM prescribes that
IRS employees honor a taxpayer’s request for a face-to-face examination, many taxpayers
do not make this request, simply because they are unaware of this option.** Further, tax-
payers who do know about the option may not fully realize how a face-to-face examination
might better suit the issue and their needs.

14 The AUR program automatically matches the items reported on a tax return with information reported by third parties on information returns.

15 ASFR relies on data from information returns or prior year returns to prepare substitute returns and assessments for individuals who fail to file after the IRS
sends them a notice.

16 See IRM 1.2.13.1.1, Policy Statement 4-3(3) (Dec. 21, 1984). This policy statement specifically states that any inspection of the taxpayer's books of ac-
count, to the extent necessary to resolve a discrepancy between the taxpayer's return and a broad category of informational returns, will not be considered
an inspection of books and records within the meaning of IRC § 7605(b). See also IRS Chief Counsel Advisory 200009045 (Mar. 3, 2000) (request for
information to taxpayers in Coordinated Examination Program not an examination of taxpayer's books); Field Service Advice FSA 199916004 (Apr. 22,
1999) (IRS compliance with a request from a foreign country for tax information on a U.S. taxpayer pursuant to a tax treaty not a second examination).

17 SeeTreas. Reg. §§ 601.105; 301.7605-1. See also Statistics of Income (SOI) Tax Stats - IRS Tax Compliance Activities, at http://www.irs.gov/taxstats/
compliancestats/article/0,,id=117875,00.html (last visited Aug. 27, 2008).

18 Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2008-30-095, Trends in Compliance Activities Through Fiscal Year 2007 8 (Apr. 18,
2008).

19 d.

20 Id.at7

21 |RM 4.10.3.16 (Mar. 1,2003) and IRM 4.19.1.2.3 (Oct. 1,2001).

22 General Accounting Office (GAO), GAO/GGD-99-48, IRS Audits - Weaknesses in Selecting and Conducting Correspondence Audits (Mar. 1999).
23 Treas. Reg. § 601.105(b)(2)(ii).

24 See IRM 4.10.3.16.9 (Mar. 1, 2003).
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For FY 2009, the IRS plans to maintain the current level of correspondence examinations
by initiating 1,122,554 individual audits.” Taxpayers contacted by the IRS regarding a
math error notice, AUR, or SFR inquiry could still face an audit for the very year in ques-
tion because the IRS does not consider these other programs to be examinations.*

The General Accounting Office (GAO, now the Government Accountability Office) ex-
pressed concern about the suitability and volume of correspondence audits in a 1999
study.”” The GAO found more than 50 percent of the taxpayers audited by correspondence
did not respond to the IRS’s letters. When asked why, the IRS indicated it had not studied
the issue but speculated taxpayers may be overwhelmed or intimidated by the letters and
may not be comfortable with responding; some may not understand the letters or know
how to respond; and others may know they owe additional tax but hope their non-respon-
siveness discourages the IRS from trying to collect the tax.*

More than 70 percent of the Earned Income Tax Credit (EITC) taxpayers surveyed for a
TAS Research study indicated that, if given a choice, they would prefer to conduct their
examinations in person, rather than through correspondence.? Perhaps most notably,
more than 25 percent of the respondents indicated they were not even aware the IRS was
auditing their returns.3> The National Taxpayer Advocate is concerned about the suitability

of these audits for correspondence examinations.?'

Meeting Taxpayer Needs Positively Impacts Tax Compliance

The importance of conducting applied research on taxpayer needs and preferences should
not be underestimated. Many scholars have studied the link between “tax morale”3*
generated by meeting needs, preferences, and expectations, and tax compliance. Some

believe tax compliance is driven by a psychological tax contract between citizens and tax

25 |RS Enterprise Plan Summary (June 19, 2008).

26 |RM 1.2.13.1.1., Policy Statement 4-3(3) (Dec. 21, 1984). This policy statement specifically states any inspection of the taxpayer's books of account, to
the extent necessary to resolve a discrepancy between the taxpayer's return and a broad category of informational returns will not be considered an inspec-
tion of books and records within the meaning of IRC 7605(b).

27 GAO, GAO/GGD-99-48, IRS Audits - Weaknesses in Selecting and Conducting Correspondence Audits (Mar. 1999).

28 |d.

29 National Taxpayer Advocate 2007 Annual Report to Congress vol. 2, 95. This study, conducted with W&I Research, indicated only about half of the respon-
dents involved with Earned Income Credit audits said they clearly understood what they needed to do to comply with IRS requests for information.

30 National Taxpayer Advocate 2007 Annual Report to Congress, vol. 2, 94-95, 103-104. See also The 2008 Tax Return Filing Season, IRS Operations, FY
2009 Budget Proposals, and the National Taxpayer Advocate’s 2007 Annual Report to Congress, Hearing Before the Subcomm. on Oversight, H. Comm. on
Ways and Means, 110th Cong. (Mar. 13, 2008) (testimony of Nina E. Olson, National Taxpayer Advocate).

31 For a detailed discussion of the Correspondence Examination Process, see Most Serious Problem, The IRS Correspondence Examination Program Promotes
Premature Notices, Case Closures, and Assessments, infra.

32 Tax morale is a broad concept, which encompasses internal motivations and perceptions (e.g., | am a law-abiding person). Feld and Frey define tax morale
“as a complicated interaction between taxpayers and the government establishing a fair, reciprocal exchange that involves giving and taking of both parties”
See Lars P. Feld & Bruno S. Frey, Tax Compliance as the Result of a Psychological Tax Contract: The Role of Incentives and Responsive Resolution, 2007

Law & Policy 102.
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authorities,? which is influenced by government policy and the behavior of the authorities.
The psychological tax contract and the resulting tax morale presuppose that the taxpayer
and the tax authority treat each other like partners, with mutual respect and honesty.3* In
the simplest terms, fair and respectful treatment raises tax morale, and authoritarian treat-

ment undermines tax morale.3>

This approach is similar to the National Taxpayer Advocate’s view of taxation as a social
contract between the government and its taxpayers, with attendant rights and responsibili-
ties on each party to that contract.3® Taxpayer behavior and motivations play a vital role in
determining individual taxpayer compliance.?” If the IRS fails to recognize this process, it

risks turning compliant taxpayers into noncompliant ones.?*

Taxpayer Needs and Preferences

In 2006, the National Taxpayer Advocate published a comprehensive analysis of taxpayer
needs, preferences, and willingness to use IRS services, using data from several studies
conducted by the IRS and other organizations as part of the Taxpayer Assistance Blueprint
(TAB) initiative. TAS defined taxpayer needs as the collection of services taxpayers require
to comply with their tax obligations and the requirement that these services be delivered
in a manner that allows the taxpayer to correctly use them without unreasonable burden.
Preferences are taxpayers’ favored methods for obtaining services.? The results of this

analysis and their relevance to the examination process are discussed below.

33 Marjorie E. Kornhauser, Normative and Coghnitive Aspects of Tax Compliance, Literature Review and Recommendations for the IRS Regarding Individual
Taxpayers, 2007 National Taxpayer Advocate Annual Report to Congress vol. 2, 138.

34 Lars P Feld & Bruno S. Frey, Tax Compliance as the Result of a Psychological Tax Contract: The Role of Incentives and Responsive Resolution, 2007 Law &
Policy 102.

35 Example offered by Feld & Frey: “The tax officials can choose between these extremes in many different ways. For instance, when they detect an error in
the tax declaration, they can suspect intent to cheat, and impose legal sanctions. Alternatively, the tax officials may give the taxpayers the benefit of the
doubt, and inquire about the reason for the error. If the taxpayer in question indeed did not intend to cheat but simply made a mistake, he or she will most
likely be offended by the disrespectful treatment of the tax authority. The feeling of being controlled in a negative way, and being suspected of tax cheating,
tends to crowd out the intrinsic motivation to act as an honorable taxpayer and, as a consequence, tax morale will fall. In contrast, if the tax official makes
an effort to locate the reason for the error by contracting the taxpayer in a courteous way, the taxpayer will appreciate this respectful treatment and tax
morale will be upheld.” Id.

36 2007 National Taxpayer Advocate Annual Report to Congress 478 (Key Legislative Recommendation, Taxpayer Bill of Rights and De Minimis “Apology” Pay-
ments). See also Hearing on the 2008 Tax Return Filing Season, IRS Operations, FY 2009 Budget Proposals, and The National Taxpayer Advocate’s 2007
Annual Report to Congress, Hearing Before the Subcomm. on Oversight, H. Comm. on Ways and Means, 110th Cong. (Mar. 13, 2008) (testimony of Nina E.
Olson, National Taxpayer Advocate).

37 According to Joshua Rosenberg, in an ideal system (from the government perspective), “[people] would pay their taxes and feel good about it... [They]
would feel about tax laws the same way they feel about criminal laws, contract laws, and property laws— that they are an important part of government and
are enacted for our benefit. [People] would believe that others pay their fair share, would expect them to do so, would be disturbed when they did not, and
would do what they could to ensure that the tax laws were properly enforced and that the IRS had all the information it needed.” Joshua D. Rosenberg,
Narrowing the Tax Gap: Behavioral Options, 117 Tax Notes 517 (2007).

38 National Taxpayer Advocate Keynote Address, American Bar Association Tax Section (May 5, 2006).
39 National Taxpayer Advocate 2006 Annual Report to Congress, vol. 2, 3.
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Importance of Personal Communication during the Examination Process

Numerous studies highlight the need and preference for personal communication to
resolve examination issues. When using IRS services, taxpayers overwhelmingly indicate
they prefer in-person assistance.** Low income taxpayers (with annual incomes less than
$35,000) stated they prefer in-person assistance and would visit an IRS office if one were
nearby.#' In 2000, the Treasury Inspector General for Tax Administration (TIGTA) reported
increased personal interaction with taxpayers would allow more taxpayers timely access to

the information they need to resolve discrepancies and reach agreement on tax matters.+

According to the TIGTA report, easy phone access to the IRS helps resolve cases and issues.
TAS-moderated practitioner focus groups showed that, while practitioners had difficulty
contacting IRS auditors, they often successfully resolved outstanding issues after a tele-
phone conversation with the auditor familiar with the case.** To address accessibility issues
highlighted in the report and in customer satisfaction surveys, the IRS plans to switch to

a universal call routing system that will automatically direct a call to the first available
examination employee. While this change might meet the taxpayer’s need to discuss a
correspondence audit with an examiner, it does not address the taxpayer’s preference and

possible need to speak to someone familiar with his or her particular case.

A face-to-face audit may not be necessary if the IRS assigns the examination to one tax
examiner with whom the taxpayer establishes a relationship. Through personalized,
one-on-one communications, the examiner gains familiarity with the taxpayer’s particular
circumstances, while the taxpayer can share concerns and address any questions. Data
compiled by the Pacific Consulting Group for SB/SE Correspondence Examination reflects
very favorable results and comments from taxpayers who are able to contact their assigned

correspondence examiner, make a personal connection, and discuss their case in detail .+

Verbatim comments such as, “I was impressed by how friendly and courteous the IRS
employees were. The representative I spoke with was very friendly and understanding of my
circumstance. She was helpful and knowledgeable and understood that these matters can
be confusing for the taxpayer such as myself,” and, “The woman who handled my case was

a delight to work with. Her grasp of the tax code was excellent. She treated me in a profes-
sional manner, but was very fair and pleasant,”5 showcase positive interactions during cor-

respondence examinations. Unfortunately, the ease of getting through to the right person,

40 RS Oversight Board, Taxpayer Customer Service and Channel Preference Survey Special Report (Nov. 2006), 2006 Service Channels Survey, vii - viii.
41 National Taxpayer Advocate 2006 Annual Report to Congress, vol. 2, 6.

42 TIGTA, Ref. No. 2006-40-138, The Wage and Investment Division Automated Underreporter Telephone Operations Could Improve Service to Taxpayers 6
(Sept. 13,2006).

43 The National Taxpayer Advocate’s Findings from the Earned Income Tax Credit (EITC) Examination and Document Requirements Focus Groups, IRS Tax
Forums, June - September 2005 (Dec. 2005).

44 Pacific Consulting Group, Compliance Center Examination (CC Exam) SB/SE National Report, January Through March 2008 10 (July 2008).
45 Pacific Consulting Group, Compliance Center Examination (CC Exam) SB/SE National Report, 2007 Verbatim Customer Satisfaction Comments.
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and the length of time to get through by phone, are still the areas with the most room for

improvement in correspondence examination.+

Taxpayers may need to request face-to-face meetings to resolve outstanding examination
issues for a number of reasons, including language barriers, the inability to communi-
cate clearly in writing, complexity of the tax law, and the volume of records required for
verification.” For example, the state sales tax deduction, while very straightforward, could
require numerous receipts for substantiation. Similarly, substantiating employee business
expenses for an over-the-road truck driver may require the submission of a driver’s log,

which is not easily copied or duplicated.

The IRS is updating IRM 4.19.13.14, Transfers to Area Office Examination or Appeals Office,
to provide examples of how to assist taxpayers who may request a transfer due to volu-
minous records.** While the IRM gives employees a method of sampling records, it does
not offer examples of when to transfer a case to a local office. Examples of appropriate
transfers would be useful for employees and would help promote consistent treatment of

taxpayer cases.

IRS publications may lead taxpayers to believe that if they prefer to have a face-to-face
meeting, all they have to do is ask. Publication 1, Your Rights as a Taxpayer,* informs
taxpayers that they may “respond by mail or you can request a personal interview with an
examiner.” Similarly, Publication 556, Examination of Returns, Appeal Rights, and Claims
for Refunds, goes on to state that “if your return can be examined more quickly and conve-
niently in another area, such as where your books and records are located, you can ask to
have the case transferred to that area.”s> The public statements regarding the ability to have
a face-to-face meeting simply do not agree with the internal processes in place to facilitate
this request.

Whether the taxpayer’s request is based on need or preference, the IRS rarely grants tax-
payers a face-to-face meeting once a correspondence examination is underway. Complaints
from taxpayers to TAS have revealed that even though IRS publications advertise taxpayers’
right to a face-to-face conference, the IRS seldom honors taxpayer requests for in-person
examinations.’’ The IRS denies many such requests based on geographic inconvenience
and the unavailability of premises for a face-to-face meeting. Further, the structure of the
IRS makes it difficult to transfer a case from a campus correspondence exam unit to the

field. This is because the Wage and Investment (W&I) Operating Division conducts most

46
47
48
49
50
51

Pacific Consulting Group, Compliance Center Examination (CC Exam) SB/SE National Report, January Through March 2008 (July 2008).
National Taxpayer Advocate 2006 Annual Report to Congress 333.

IRM 4.19.13.14 (clearance copy Aug. 2008).

IRS Pub. 1, Your Rights as a Taxpayer (May 2005).

IRS Pub. 556, Examination of Returns, Appeal Rights, and Claims for Refund (May 2008).

IRS Pub. 1, Your Rights as a Taxpayer (May 2005). See also I.R.M. 4.10.3.16.9 (Mar. 1, 2003) (providing that a taxpayer request for a face-to-face inter-
view “should be honored.”) See also Systemic Advocacy Project PO027246, created after TAS received numerous complaints from taxpayers regarding the
failure of the IRS to honor requests for face-to-face examinations.
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correspondence audits while Small Business/Self Employed (SB/SE) division employees
handle office audits, and the examination inventory system does not facilitate easy trans-

fers between divisions.

The IRS conducts slightly more than 71 percent of correspondence examinations at campus
offices, which are often not located in the taxpayer’s geographic area.>> Even if a campus is
nearby, security measures prohibit walk-in traffic and face-to-face meetings.

TAS focus groups of practitioners expressed concern about problems with the practical ap-
plication of correspondence audits. They indicated face-to-face audits were faster, cheaper,
and provided a “better” result for the taxpayer.’3 While the definition of “better” is clearly
subjective, the analysis of examination closures illustrated in Chart 1.14.1 below confirms
that face-to-face audits produce a higher agreement rate.’* This disparity jeopardizes the
fairness and uniformity of tax administration. The use of various IRS examination pro-

cesses should not influence the result of an audit.

CHART 1.14.1, Examination Closures

0.6

0.5

0.4

0.3

0.2

0.1

0.0 Corr.

FY 2007 FY 2008
I No Change with Adjustments Il No Change
[J Agreed - prior to issuance of a 30-day or 60-day letter [ Agreed after issuance of a 30-day or 60-day letter
I Appealed &= Other after issuance of a 30-day or 60-day letter
Agreed after issuance of 90-day FPAA or FSAA letter Default - after issuance of a 90-day letter, FPAA or FSAA
E= Petitioned I Other - any other manner of closing

Undeliverable 90-day letter, FPAA or FSAA

Based on the disparity in these figures, the IRS should consider a test group of similar
audits and compare the results for taxpayers going through an office examination versus
a correspondence examination. The study should cover the full consideration of audit
issues and barriers, including response rates, agreement rates, dollars assessed, and dollars
collected. Further, the IRS should survey this controlled group of taxpayers at the conclu-

sion of their audits to evaluate the examination through their eyes. Only through research

52 TIGTA, Ref. No. 2008-30-095, Trends in Compliance Activities Through Fiscal Year 2007 7 (Apr. 18, 2008).
53 The National Taxpayer Advocate’s Findings from the Correspondence Examination Focus Groups, IRS Tax Forums, June - September 2005 (Jan. 2006).
54 Automated Information Management System (AIMS) from the Compliance Data Warehouse (CDW), Fiscal Years 2006 - 2008 (Sept. 2008).
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such as this can the IRS fully assess whether the venue for an audit has an impact on the

determination of true and correct tax.

When the IRS electronically transfers an examination case from correspondence audit to a
field office, it faces a shortage of personnel in the field to provide in-person assistance. As

of the end of FY 2007, the IRS had only 1,060 Tax Compliance Officers to hold face-to-face
meetings.5s The IRS lacks the staffing to honor these requests and does not factor case

transfers from correspondence audit into the field into its enterprise work plans.

Repetitive Audits of the Same Issue

Current law restricts unnecessary IRS examinations and investigations and allows only
one inspection of the taxpayer’s “books of account” per year without a notice.s® Neither
taxpayers nor the IRS benefit from repetitive audits of the same issues, year after year, that
do not result in an assessment of additional tax liability. Therefore, the IRM allows an
auditor to close a case without examination when the issues under audit were examined in
either of the two preceding years and IRS transcripts confirm the audit resulted in either a
small or no change to the taxpayer’s liability. Ambiguity in the IRM, however, has led some
correspondence auditors to believe repetitive audit procedures only apply to face-to-face

examinations.5’

Example: A taxpayer found the correspondence audit process unsuitable due to
repetitive audits of the same issue. The taxpayer deducts alimony paid to his ex-
wife every year. When the IRS audited this taxpayer by correspondence in 2005,
he verified that he was entitled to the deduction and the IRS closed the case with
no change to his tax. Subsequently, the IRS selected this taxpayer’s 2006 return
for audit for the same issue. The taxpayer does not feel the IRS needs to audit him
every year just because his wife chooses not to report the alimony payments on
her return. He would prefer that the IRS find a way of confirming he has already

verified his entitlement to this deduction without initiating an audit.®

Impact of Combination Letters on Tax Morale

In 1998, the IRS created the combination letter to reduce the duration of correspondence
examinations.’ The “combo” letter merged the initial contact letter and the official ex-
amination report into one mailing.®> As opposed to an initial contact letter, where the IRS
indicates it is reviewing a deduction or tax issue, the combo letter presumes the deduction

55
56
57
58
59

60

TIGTA, Ref. No. 2008-30-095, Trends in Compliance Activities Through Fiscal Year 2007 6 (Apr. 18, 2008).
IRC § 7605(b).

IRM 4.10.2.8.5 (Aug. 1,2007).

Systemic Advocacy Management Submission (SAMS) Issue No. 29054.

The IRS began using the Combo Letter in March 1999. IRS, Electronic Publishing, at http://publish.no.irs.gov/catp.cgi?catnum=27226 (last visited Dec.
15,2008).
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or tax issue is incorrect and attaches a report reflecting additional tax due. While the IRS
eliminated the use of combination letters for EITC audits in 2005 at the request of the

National Taxpayer Advocate, it still uses the letter for other discretionary work where the
assessment of additional tax is considered “very likely.” Two audit areas using the combo

letter involve self-employment tax and deductions for the child tax credit.

In the case of self-employment tax audits, the correspondence exam function reviews
income items reflected on Form 1040, Individual Income Tax Return, Line 21, Other Income,
that appear to be subject to self-employment tax but were not included in the computation
on the original return. The IRS issues a combo letter with a report proposing the assess-
ment of self-employment tax on the pre-identified income items. Results for FY 2008
(through April) indicate that of the 5,519 self-employment combo letter audits initiated, the
IRS closed 57 percent with no change to tax liability. Of the 3,954 child tax credit combo
letter audits initiated, the IRS closed 45 percent with no change to liability.®* The results
indicate the additional tax the IRS presumed to be “very likely” has not materialized. These
cases can have a negative impact on tax morale based on “guilty until proven innocent”
treatment. In addition, the combo letter does not adequately explain taxpayers” appeal
rights, creating a possible abridgement of these rights in violation of the IRS Restructuring
and Reform Act of 1998.°* TAS is pleased to report SB/SE and W& have revisited its use
of the Combo Letter in correspondence examinations and plans on limiting its use.”* We

encourage IRS to eliminate the use of combination letters in all situations.

Downstream Consequences of IRS Inability to Suit the Examination Process to
Taxpayer Needs and Preferences

When taxpayers cannot obtain the information or services they need to work through a
compliance issue, they often experience additional costs and burdens. A taxpayer may

feel a need to pay for representation, or file a petition with the United States Tax Court to
protect his or her rights, due to a breakdown in the correspondence examination process.
The taxpayer is not the only one to experience these burdens. The IRS must also expend
additional costly resources such as repeat contacts on the same issue, errors on returns, TAS
assistance, revenue loss, and, possibly, enforcement costs — such as additional audits, collec-

tion activity, and appeals.®

To address these issues, SB/SE convened a Correspondence Examination Taxpayer
Satisfaction Improvement Team in June 2008. The purpose of the team is to improve cus-

tomer satisfaction results by better meeting the expectations, needs, and preferences of the

61 W&I response to TAS research request (June 30, 2008).

62 RRA 98; Pub. L. No. 105-206, Title Ill, Subtitle F, § 3465, 112 Stat. 767 (July 22, 1998). See also National Taxpayer Advocate 2007 Annual Report to
Congress 292-300; National Taxpayer Advocate 2006 Annual Report to Congress 296-297; National Taxpayer Advocate 2004 Annual Report to Congress
177-179; National Taxpayer Advocate 2003 Annual Report to Congress 87-98; National Taxpayer Advocate 2002 Annual Report to Congress 57-61.

63 SB/SE and W& have submitted a Unified Work Request requesting a systemic change to move certain excise penalty cases, Self-Employment Tax cases,
Alimony cases, and non-EITC DUPTIN cases from the Combination Letter program to an Initial Contact Letter.

64 2007 Taxpayer Assistance Blueprint, Phase Il, at 53.
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taxpayer from the beginning of the correspondence examination process through final case
closure. Using customer satisfaction data compiled by the Pacific Consulting Group, the
team reviewed in depth the following four areas where taxpayer concerns and complaints

showed the greatest room for improvement:

® Ease of getting through to the right person;
® QOverall length of correspondence exam process;
® Providing consistent information about case; and

® Length of time to get through by phone.
The team is working on a number of recommendations, including:

® “Just a Phone Call Away from Great Customer Service” — an integrated approach for
providing IRS employees with taxpayer comments, updated IRM guidance, and train-
ing regarding the importance of phone contact;

® “Exam Express” — an innovative program that will fast-track certain issues through the

audit process;

® “First Read Improvements” — combining updated scanning technology and experienced
tax examiners in the receipt and control process will improve the ability of correspon-
dence examination functions to control, acknowledge, and address correspondence in a

timely manner.

Early in the process, the team recognized that if the initial contact letters were improved,
many complaints about the process could be resolved. For example, nearly three-quarters
of EITC audited taxpayers personally call or visit the IRS in response to their initial
contact letter, and 6o percent of those who contact the IRS are seeking guidance on what
documentation is needed.®> An initial contact letter that fully explains the correspondence
examination process, the length of the process, and includes a tailored documentation
request for each individual taxpayer might reduce the number of incoming calls to the IRS
about these issues. The team is sending its data recommendations for improvement to
the Commissioner’s Taxpayer Communications Taskgroup (TACT) for consideration and

implementation.

Limited English Proficiency and Examination Suitability

Many taxpayers have limited English proficiency and thus experience difficulties in
understanding their U.S. taxpayer rights and obligations, which may cause inaccurate audit
results and further consequences for such taxpayers. The IRS established the Multilingual
Initiative (MLI) program to help taxpayers understand and meet their tax responsibilities

65 National Taxpayer Advocate 2007 Annual Report to Congress, vol. 2, 95.
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regardless of their inability to understand and speak English.®® IRS strategic plans include
removing impediments for groups with language, cultural, and other barriers, and increas-
ing the scope and accessibility of services.”” The IRS should consider expanding the MLI
program by offering foreign language assistance during the audit process. For example, the
IRS could allow taxpayers to check a box on their returns indicating they prefer correspon-
dence in another language — including Braille.®® The National Taxpayer Advocate suggested
the outside of the envelope could be in Braille to alert the reader to the importance of this
document. This level of accommodation and assistance will provide the IRS with the most
accurate information and assist taxpayers to overcome language, cultural, and accessibility

barriers.®

Conclusion

The importance of providing service from the taxpayer’s perspective was highlighted in a

July 9, 2008, e-mail communiqué from IRS Commissioner Douglas Shulman, stating,

I also believe that we need to excel at both service and enforcement to meet our
mission. Itisn't an either/or proposition. We need to do both. I would like to talk
today a little about service and give you some of my thoughts on how we can drive
continuous improvement to the service we deliver. First, in every interaction,
every transaction we conduct with a taxpayer, we should think about it from the
outside in — from the taxpayer’s point of view, even though we may not ultimately
agree with the taxpayer.

The IRS should consider taking the following actions to address problems with the suit-
ability of the examination process: substantially increase the focus of the examination
process toward meeting taxpayer needs and preferences when determining the nature of
an examination and completing an audit; develop and implement appropriate and consis-
tent guidance specific to correspondence audit; test the results of correspondence audits
compared to face-to-face audits for similar issues; stop using combination letters in all
situations; and implement the suggestions made by the Customer Satisfaction Initiative
Team (including the proper consideration of MLI initiatives in correspondence). By doing
so, the IRS will live up to the Commissioner’s expectation that IRS employees consider the

taxpayer’s experience in everything the employees do.

66 See Executive Order 13166, Improving Services for Persons with Limited English Proficiency (LEP), 65 FR 50121 (2000). See also Policy Statement P-22-
3,IRM 22.31.1.1.2 (Apr. 1, 2006).

67 W&, Strategy & Program Plan FY 2008 - FY 2009 33.

68 The Braille code, developed by Louis Braille (1809 - 1852), was first introduced in the United States in 1869 and was adopted as the Standard English
Grade Two Braille code in 1932.

69 See 2006 National Taxpayer Advocate Annual Report to Congress 333 (Most Serious Problem, Limited English Proficient (LEP) Taxpayers: Language and
Cultural Barriers to Tax Compliance).
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IRS Comments

The IRS conducts well over a million correspondence examinations each year — examina-
tions that focus on a limited number of specific, clear-cut issues that do not normally
require a full-scale, face-to-face audit of the taxpayer’s books and records. In comparison to
other types of audits, correspondence examinations require fewer resources from either the
IRS or taxpayers, are considerably less invasive for taxpayers, and effectively contribute to
the tax administration objectives of fostering voluntary compliance and reducing the Tax
Gap. Use of correspondence examinations is only one of the ways in which the IRS serves
the public and meets taxpayer needs, as emphasized by the IRS Restructuring and Reform
Act of 1998 (RRA 98).

Through various outreach activities, the IRS continually strives to increase taxpayer
awareness of tax law requirements, taxpayer-related responsibilities, and taxpayer rights.
Information on contacting the IRS and the examination process is available on IRS.gov

and in IRS publications. While the IRS is responsive to taxpayer requests for face-to-face
assistance, the IRS designs and manages its examination programs based on the audit
streams most appropriate for the issues involved. In addition, the inherent nature of
correspondence examinations generally makes face-to-face assistance unnecessary because
these audits involve a limited number of issues and usually require the submission of fewer

documents by taxpayers to substantiate the items reported on their returns.

The National Taxpayer Advocate notes that according to a TIGTA report, easy telephone ac-
cess to the IRS helps resolve cases and issues. The National Taxpayer Advocate also refers
to IRS use of the universal call routing system. In this regard, the IRS is moving forward
with a vision for corporate inventory for much of its correspondence examination work
that has the potential to dramatically improve telephone access while meeting taxpayer
needs and preferences.

The W&I division has completely eliminated extension routing on all cases. Universal call
routing now facilitates taxpayers’ telephone interactions with the IRS by allowing them to
talk to the next available examiner. Taxpayers no longer have a need to connect with the
particular IRS employee assigned to their case since all return data, letters, reports, and
work papers are now available to all W&I examiners. In addition, it should be noted that
survey results confirm that most taxpayer calls regard case status, documents needed to
resolve the audit, and routine questions about the tax issue that can be readily addressed by

any examiner.”

The IRS has also implemented the self-assign feature that allows any tax examiner that
answers the toll free number to assign an unassigned case to him or herself and make the

final determination on the case if the information provided by the taxpayer is sufficient. A

70 W&I October 2008 telephone survey results indicate that 70 percent of the taxpayers called for an explanation of the letter from the IRS while 11 percent
wanted to let the IRS know they mailed records or wanted to provide other information.
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Unified Work Request for programming has been submitted to expand this flexibility to
cases in go-day status as well. Other planned improvements include intelligent call routing,
which will route calls to the most appropriate examiner based on the tax issues involved in
the case. We are also moving forward with the correspondence imaging development proj-
ect, which will eventually add taxpayer correspondence to the system, making the entire
file, including taxpayer correspondence, available to any examiner at any site.

Telephone survey results reflect very favorable taxpayer feedback. For example, the W&I
October 2008 survey reflects that 84 percent were satisfied with the time it took to reach
IRS on the phone and 95 percent were satisfied with the length of time they spent with an
examiner after they were connected. Further, 9o percent were satisfied with the ability of

the examiner to make a decision on their case.

The National Taxpayer Advocate notes with approval the changes the IRS has made to
reduce the use of combination or “combo” letters. We will also consider the National
Taxpayer Advocate’s suggestion to eliminate the use of that letter for other correspon-
dence examination audit streams. However, the IRS disagrees with the National Taxpayer
Advocate’s allegation that use of these letters may abridge taxpayer rights in violation of
RRA 98 by providing inadequate appeal rights. The combo letter, by definition, merges the
initial contact letter and the 30-day letter into a single document that includes specific refer-
ence to the taxpayer’s right to file an administrative appeal. The combo letter also includes
a copy of Publication 3498-A, The Examination Process (Examinations by Mail). This publi-
cation discusses taxpayer rights, explains appeals procedures, and further outlines ways the
IRS can assist taxpayers in the correspondence examination process in full conformance

with RRA-98 requirements.

We are also pleased that the National Taxpayer Advocate endorses the work of the
Correspondence Examination Taxpayer Satisfaction Improvement Team, which is consider-
ing the ease of contacting the right person at the IRS, overall length of the correspondence
examination process, providing clear and consistent information, and length of time to get
through by telephone. With regard to the National Taxpayer Advocate’s proposal that the
IRS implement the recommendations made by the Team, deliberations are still ongoing
and when the team issues its final report, its recommendations will be forwarded to the

Commissioner’s Taxpayer Correspondence Taskgroup for consideration and approval.

The National Taxpayer Advocate also recommends that the IRS test the results of corre-

spondence audits compared to face-to-face audits. The IRS is currently working to develop
such a test. The National Taxpayer Advocate also notes, and we agree, that appropriate and
consistent guidance specific to correspondence audits is vital. In this regard, the IRS works

to continuously improve its guidance to correspondence examiners and telephone assistors.
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Taxpayer Advocate Service Comments

The National Taxpayer Advocate commends the IRS for significantly improving telephone
access to meet taxpayer needs and preferences. We applaud the IRS for implementing the
self-assign feature, which allows any examiner who answers the toll-free number through
universal call routing to make the final determination on the taxpayer’s case if the informa-
tion provided by the taxpayer is sufficient. The National Taxpayer Advocate also supports
the extension of this feature to all audit cases, including those where the IRS has issued
the statutory notice of deficiency. We encourage the IRS to proceed with intelligent call
routing and correspondence imaging, which will further enhance communications and
better suit taxpayer needs and preferences during the examination process. The National
Taxpayer Advocate appreciates the efforts of the Correspondence Examination Taxpayer
Satisfaction Improvement Team to improve taxpayer service during the examination
process, and is pleased with the IRS’s agreement to test the results of correspondence
audits compared to face-to-face audits for similar issues. Such testing will help the IRS to
improve its guidance regarding correspondence examinations and “focus on the taxpayer’s

. 771
experience.

We are pleased the IRS is planning to conduct the test comparing correspondence and of-
fice exam results with respect to similar cases. This study should show whether particular
taxpayer populations (e.g., EITC taxpayers) are better able to understand what is required
and bring in better information when conveyed in a face-to-face environment. If the test
results confirm what TAS’s survey results show, IRS should plan for and offer office exami-

nations as an option in certain cases initially established as correspondence exams.

Although the National Taxpayer Advocate is pleased with the SB/SE and W&I plans to limit
the use of the combo letter in some situations,”? she remains concerned about the use of the
letter in all other situations because it potentially abridges taxpayer appeal rights. While
the letter includes a copy of IRS Publication 3498-A, The Examination Process (Examinations
by Mail) (Dec. 2006), both the publication and the letter fall short of adequately inform-

ing the taxpayers of their appeal rights as mandated in RRA 98 § 3465.72 The National
Taxpayer Advocate fundamentally disagrees with the joining of the 30-day timeframe

to submit information with the 30-day timeframe to appeal. These two administrative

71

72

73

IRS Commissioner Douglas Shulman, Remarks Before Tax Analysts Conference on Ten-Year Anniversary of the IRS Restructuring and Reform Act of 1998, at
http://www.irs.gov/newsroom/article/0,,id=184857,00.html (last visited Dec. 11, 2008).

SB/SE and W&I have submitted a Unified Work Request requesting a systemic change to move certain excise penalty cases, Self-Employment Tax cases,
Alimony cases, and non-EITC DUPTIN cases from the Combination Letter program to an Initial Contact Letter.

RRA 98, Pub. L. No. 105-206, Title Ill, Subtitle F, § 3465, 112 Stat. 767 (July 22, 1998). Letter 566-B-EZ (SC), Simplified Service Center ICL/30 Day
Combo Letter (Feb. 2005), does not contain clear, upfront direction to the taxpayers about the right and ability to appeal. The letter instructs the taxpayer
in one paragraph that, “If you do not agree with all the changes listed on Form 4549-EZ, please send us the following information by [date]: A letter tell-
ing us what item(s) you disagree with an why, and; Clear photocopies of the records, information, and/or supporting documents, listed on the enclosed
Form(s).” It is not until the second page that the letter finally informs the taxpayers about the right to appeal, referring to explanations in the publication:
“After we review what you've sent us, we will contact you with the result. If you still disagree with our findings, you have the right to file an administrative
appeal as explained in the enclosed Publication 3498-A, The Examination Process (Examinations by Mail).” See id.
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processes should remain separate. Accordingly, the National Taxpayer Advocate urges the

IRS to eliminate all and any use of combination letters in the examination process.

Recommendations

The National Taxpayer Advocate recommends that the IRS takes the following specific ac-
tions to meet taxpayer needs and preferences during the examination process:

1. In consultation with TAS Research, conduct a research study that compares the
results of correspondence audits with face-to-face audits for similar issues, with
respect to agreements, adjustments, employee and customer satisfaction, taxpayer

educational opportunities, and cycle time.

2. Immediately eliminate the use of combination letters in all situations during the

examination process.

3. Finalize and promptly implement the suggestions made by the Customer
Satisfaction Initiative Team, including the proper consideration of multilingual
initiatives in correspondence, the integration of phone skill training, and the roll-out
of updated documentation and substantiation protocol and resources.
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MSP The IRS Correspondence Examination Program Promotes
#15 Premature Notices, Case Closures, and Assessments

Responsible Officials

Richard E. Byrd Jr., Commissioner, Wage and Investment Division

Chris Wagner, Commissioner, Small Business/Self-Employed Division

Definition of Problem

The correspondence examination program plays a vital role in the IRS mission of promot-
ing voluntary compliance with the tax law. Correspondence audits focus on a limited num-
ber of specific, clear-cut issues that would not normally require a face-to-face examination.’
These audits, conducted exclusively by mail, should help the IRS leverage its compliance
resources, increase audit coverage, and minimize taxpayer burden.* Instead, the program
as currently designed experiences problems that increase taxpayer burden. These problems
include the mishandling of taxpayer correspondence (receipt, control, and response); a lack
of one-on-one contact with taxpayers in resolving their inquiries and disputes; and incon-
sistent, sometimes ignored policies and procedures that cause premature and incorrect
assessments of tax, penalties, and interest. Among the problems that limit the IRS’s ability

to operate an effective correspondence examination program are:

® An automated process that curtails examinations and leads to premature notices, case

closures, and assessments;

® A lack of one-on-one contact with taxpayers, which results in premature enforcement

actions;
® A focus on closing cases rather than helping taxpayers to resolve their problems; and

® A dramatic increase in the amount of overage discretionary correspondence mail.3

These problems significantly affect a taxpayer’s experience with the correspondence exami-
nation process. The IRS’s failure to communicate effectively with taxpayers; its preoccupa-
tion with closing cases rather than resolving issues; and its perpetual delays in responding

to taxpayer correspondence all increase the likelihood of misunderstandings.+

L Internal Revenue Manual (IRM) 4.10.3.16 (Mar. 1, 2003). In addition to applying to field examiners, this IRM also applies to tax compliance officers (of-
fice auditors), tax examiners (correspondence examination), and audit accounting aides. See also IRM 4.19.1.2.3 (Oct. 1, 2001).

2 For a detailed discussion of the suitability issues relating to correspondence audits, see Most Serious Problem, Suitability of the Examination Process,
supra.

3 Wage and Investment Division (W&I), Compliance Measures (June 2008). Correspondence examinations do not include related compliance programs
(e.g., Automated Underreported (AUR), Substitute-for-Return, (SFR), CP 2000, or Math Error programs). The discretionary correspondence examination
mail figures are exclusive of any of the other compliance programs and reflect a 242 percent increase in overage correspondence.

4 National Taxpayer Advocate 2007 Annual Report to Congress, vol. 2, 107.
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Analysis of Problem

Background

In fiscal year (FY) 2007, the IRS examined 1,384,563 individual income tax returns (Forms
1040), conducting 83 percent of these audits by correspondence.> IRS Publication 556,
Examination of Returns, Appeal Rights, and Claims for Refund, explains to taxpayers that the
agency conducts some examinations entirely by mail.® However, IRS data reveals corre-
spondence examinations represent the largest segment of the examination program, com-
prising more than 71 percent of all FY 2007 examinations (individuals and businesses).” In
FYoy, the IRS examined one in every 118 individual income tax returns by correspondence,

but examined only one in every 561 individual returns face-to-face.®

The correspondence examination program has grown dramatically in recent years. In FY
2007, the IRS examined 1,144,596 Forms 1040 through correspondence,® an increase of
160 percent over the 439,734 Forms 1040 examined by correspondence in FY 2000.° The
following chart illustrates the growth in correspondence examinations since FY 2000, in
contrast to face-to-face examinations, which grew less than 35 percent over the same period
(from 178,031 returns in FY 2000 to 239,967 in FY 2007)."" In addition to routine cor-
respondence audits, such as Earned Income Tax Credit, (EITC), the program also includes
audits of non-filers, return preparers, high-income taxpayers,'> and other types of inventory
at the discretion of local managers.'* The IRS contends correspondence audits increase

voluntary compliance and reduce taxpayer burden.*+

5 Treasury Inspector General for Tax Administration (TIGTA), Ref. No.2008-30-095, Trends in Compliance Activities Through Fiscal Year 2007 35, 45 (Apr. 18,
2008).

6 RS Pub. 556, Examination of Returns, Appeals Rights, and Claims for Refund, 3 (Rev. May 2008).

7 TIGTA, Ref. N0.2008-30-095, Trends in Compliance Activities Through Fiscal Year 2007, 7 (Apr. 18, 2008).
8 Id.at8.

9 Id. at35.

10 g,

g,

12 |RM 4.19.13.1 (Jan. 1,2007). In FY 2007, the IRS changed the definition of high-income nonfilers from greater than $100,000 in income to greater than
$200,000 in income; TIGTA, Ref. No. 2006-30-105, While Examinations of High-Income Taxpayers Have Increased, the Impact on Compliance May Be
Limited (July 2006), 6. See also National Taxpayer Advocate 2006 Annual Report to Congress 292.

13 |RM 4.10.3.16.9 (Mar. 3, 2003); IRS, Strategic Plan, 2005-2009, 19; Tax Fairness: Policy and Enforcement: Hearing Before the Subcomm. on Financial
Services and General Government, H. Comm. on Appropriations, 110th Cong. (Mar. 5, 2007) (statement of Nina E. Olson, National Taxpayer Advocate).

14 National Taxpayer Advocate 2006 Annual Report to Congress 302.
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CHART 1.15.1, Growth in Correspondence Vs. Face-To-Face Examinations
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Chart 1.15.1 above contrasts the growth in correspondence examinations and face-to-face

audits for each year from FY 2000 through FY 2007.

This upward trend may be a cause for concern in view of an earlier General Accounting
Office (GAO, now the Government Accountability Office) study that reported over 50
percent of taxpayers examined by correspondence failed to respond to the IRS’s let-

ters.’® Since the IRS routinely issues Statutory Notices of Deficiency in all of its no-reply
audits, this statistic implies that half of all taxpayers examined by correspondence receive
deficiency notices automatically.”” Moreover, the Treasury Inspector General for Tax
Administration (TIGTA) recently reported that correspondence examinations may do little

to improve compliance because they are less comprehensive than face-to-face audits.’®

Evolution of the Correspondence Examination Process

General Overview of the Examination Program

The IRS accepts most federal income tax returns as filed but examines (or audits) a certain
number each year to determine whether taxpayers are reporting their income, deductions,
and credits completely and accurately. The agency typically conducts examinations in
one of three ways: (1) field audits, (2) office audits, and (3) correspondence audits. The
IRS identifies returns for examination using various methods, including computer scor-

ing and document matching programs. Once selected for examination, the type of return

15 TIGTA, Ref. No. 2008-30-095, Trends in Compliance Activities Through Fiscal Year 2007 35 (Apr. 2008).

16 General Accounting Office, GAO/GGD-99-48, IRS Audits, Weaknesses in Selecting and Conducting Correspondence Audits 3 (Mar. 1999); National Taxpayer
Advocate Fiscal Year 2009 Objectives Report to Congress xxxix (Jun. 30, 2009). See also National Taxpayer Advocate 2007 Annual Report to Congress
301. The National Taxpayer Advocate made a recommendation to identify effective uses of locator and other Internet based address search options.

17 |RM 4.19; National Taxpayer Advocate 2003 Annual Report to Congress 135.
18  TIGTA, Ref. No. 2008-30-095, Trends in Compliance Activities Through Fiscal Year 2007 3 (Apr. 2008).
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(individual, business, or tax-exempt), the size of the entity, and the nature of the inquiry
usually determine which IRS operating division will conduct the audit.”

The Large and Mid-Size Business Division (LMSB) employs revenue agents, who conduct
audits at the taxpayer’s place of business. Most LMSB taxpayers are high-asset corpora-
tions, whose returns involve large-dollar, complex tax issues, requiring an extensive review
of their books and records.* Similarly, the Small Business/Self-Employed Division (SB/SE)
employs revenue agents who conduct audits at the taxpayer’s place of business. SB/SE field
audits generally include smaller corporations, partnerships, and the larger sole proprietor-
ships.”* SB/SE tax compliance officers, in contrast, conduct their audits in an office setting,
where individual taxpayers typically bring their records for inspection.”” At the end of

FY 2007, the IRS had 10,121 revenue agents and 1,060 tax compliance officers on staff.”s

The General Audit Process

Generally, the IRS follows the same approach in all of its income tax examinations (field, of-
fice, correspondence). At the start of an examination, the IRS sends an initial contact letter,
notifying the taxpayer of the impending examination. The letter is accompanied by IRS
publications that explain the taxpayer’s rights during the examination, including appeal
rights.”* In both field and office audits, a document request accompanies the initial contact
letter. The letter establishes an appointment with the taxpayer to begin the audit. In office
and correspondence audits, the initial contact letter also identifies the issue(s) in the exami-
nation, and describes the documentation needed to resolve the disputes. The initial contact
letter in correspondence audits may include a report proposing adjustments of items on the
return that the IRS believes to be questionable.

Taxpayers who disagree with any of the proposed adjustments may request an informal
conference with a supervisor. If this discussion does not resolve the taxpayer’s concerns,
he or she may request an independent review by the Appeals function, generally within
30 days. Those who are not satisfied after conferring with Appeals may take their cases to

the U.S. Tax Court. In these situations, taxpayers must petition the court within go days

19 |RS Pub.1, Your Rights as A Taxpayer (Rev. May 2008); IRS Pub.556, Examination of Returns, Appeals Rights, and Claims for Refund, 2-3 (Rev. May 2008);
IRS Pub 3498-A, The Examination Process (Examinations by Mail) (Dec. 2006).

20 |RM 4.46.1 (Mar. 1,2006); IRM 4.46.2 (Mar. 1, 2006); IRM 4.46.3 (Mar. 1, 2006).

21 |RM 4.10.2 (Aug. 2007); IRM 4.10.3 (Mar. 2003).

22 d.

23 TIGTA, Ref. No. 2008-30-095, Trends in Compliance Activities Through Fiscal Year 2007, 6 (Apr. 2008). Recent findings from a GAO study suggests that
increasing the enforcement efforts of field agents (in face-to-face audits) would be among the most effective steps the IRS could take to address the tax
gap, though by no means the only step needed. One participant made the point that compliance efforts have a ripple effect and may have a larger impact
on compliance than the actual audits; however, in spite of an IRS statistic revealing a 4:1 return on audit expenditures, “...the IRS will not be able to audit
itself out of the tax gap.” See GAO, GAO-08-703SP, Highlights of the Joint Forum on Tax Compliance: Options for Improvement and Their Budgetary Poten-
tial 7 (June 20, 2008).

24 See IRS Pub.1, Your Rights as a Taxpayer (Rev. May 2005); IRS Pub. 1, Your Rights as a Taxpayer (Rev. May 2008); IRS Pub. 5, Your Appeal Rights and How
to Protest if You Don’t Agree (Jan. 1999); IRS Pub 3498-A, The Examination Process (Examinations by Mail) (Dec. 2006) (which combines Pub.1 and Pub.
5).
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from the date the IRS mails the Statutory Notice of Deficiency (9o-day letter).>s If taxpay-
ers do not respond to (or “default”) the 30-day letter,*® the IRS issues a Statutory Notice of
Deficiency. During the ensuing 9o-day period, taxpayers are free to discuss their cases with
the IRS. However, such discussions will not serve to extend the go-day period to petition
the court.

IRS Use of the Combination Letter Truncates the Correspondence Examination
Process

Before 1999, the IRS sent an initial contact letter at the start of each correspondence
examination, notifying taxpayers of the impending examination, informing them of the
specific items under review, and requesting documentation to resolve the items in question.
Taxpayers generally had 30 days to provide the information. The IRS would review the
information, and if necessary, issue a 30-day letter with a report presenting the proposed

adjustment(s).””

In 1999, the IRS began using a combination or combo letter, replacing two distinct letters
that the IRS previously issued at different times in the audit process, effectively merging
the initial contact letter and the 30-day letter into a single document. The combo letter
currently comprises the initial contact letter, document request, and audit report (30-day
Letter).® The National Taxpayer Advocate has repeatedly voiced concerns that the combo
letter in correspondence examinations is confusing to taxpayers and frequently results in
either preemptive “protective” appeals and court petitions, or defaults where the tax is as-
sessed after the IRS does not receive a response.?? The letter also tells taxpayers they must
first provide relevant information to the contact person named in the letter before Appeals
will hear their cases. This instruction may result in taxpayers not requesting an appeal

because they fear reprisal from the examiner and a worse result.

The combo letter not only combines two separate stages of the audit, thus truncating the
audit process, but also conflates the examiner’s document requests and preliminary audit
findings with the final audit report and Appeals notification. For many taxpayers, 30 days
is simply not enough time to produce the myriad of documents requested by tax examin-
ers, such as birth certificates, marriage licenses, Social Security cards, and school records,

25 RS Pub. 556, Examination of Returns, Appeals Rights, and Claims for Refund 5 (Aug. 2005). Taxpayers that do not respond to the 30-day letter (defined
next) receive a 90-day letter, also known as a Statutory Notice of Deficiency.

26 RS Pub. 556, Examination of Returns, Appeals Rights, and Claims for Refund 4-5 (Aug. 2005). Taxpayers that do not agree with the examiner's proposed
changes will receive a letter (known as a 30-day letter) notifying them of their right to appeal the proposed changes within 30 days. The letter is accompa-
nied by a copy of the examiner’s report, an agreement or waiver form, and a copy of Pub. 5, Your Appeal Rights and How to Prepare a Protest if You Don’t
Agree.

27 |IRM MT 4200-619 (Oct. 25, 1996). See IRM 4252 (2) (Apr. 29, 1991); IRM 4253.4 (Jan. 1, 1991); IRM 4253.5 (June 29, 1992); IRM 4253.6 (Mar. 28,
1988); IRM 4254.3 (Nov. 2, 1981); IRM 4255.1 (May 25, 1988).

28 |RM 4.19.10.1.6 (Jan. 1. 2006); The IRS began using the Combo letter, Letter 566-B (SC/CG) in March 1999, at http://publish.no.irs.gov/catp.
cgi?catnum=27226 (last visited Oct. 13, 2008).

29 The Commissioner recently established a Taxpayer Communications Taskgroup (TACT) to review all taxpayer correspondence and work to eliminate those
notices and letters that create confusion. TAS is represented on the TACT.

Taxpayer Advocate Service — 2008 Annual Report to Congress — Volume One 247



Most Serious

Problems

The IRS Correspondence Examination Program

Promotes Premature Notices, Case Closures, and Assessments ISR

and may result in a hardship.® Moreover, without timely notification of whether tax
examiners have received, reviewed, and accepted the taxpayers’ information, the 30-day
period may lapse without taxpayers knowing if they should provide different documents or
request an appeal3’ In its efforts to streamline the correspondence audit process by using
the batch processing system, the IRS may inadvertently prompt numerous taxpayers to file
protective appeals requests or court petitions. It can be confusing to taxpayers when in one
communiqué the IRS proposes adjustments, asks for additional documentation, and offers
Appeal rights that should be exercised within the same 30-day period.3* The combo letter
causes unnecessary burden and frustration for taxpayers, and results in costly downstream
re-work for the IRS.33

An Automated Process that Curtails Examinations and Results in Premature
Notices, Case Closures, and Assessments

In recent years, external stakeholders have raised concerns that the IRS is issuing go-day
letters in correspondence examinations without first considering taxpayer correspon-
dence.3* These concerns may arise from the way the IRS conducts correspondence
examinations. The most striking difference between correspondence and face-to-face
examinations is the strict timeline to which tax examiners must adhere in managing their

inventories using the automated batch processing mechanism.

Once the IRS engages the batch system, cases move through the examination process
automatically. Each step in the process has a pre-established period programmed into the
system. Files are not created or examiners assigned to the cases until the IRS receives and
controls a taxpayer’s correspondence.?s If a taxpayer fails to furnish the requested docu-
mentation precisely within the prescribed period, the case automatically moves to the next

phase in the process.

The issuance of premature go-day letters has been attributed to the inflexibility of this pro-
cess.?* Because the batch system automatically processes a case from its creation through
the issuance of a Statutory Notice of Deficiency and subsequent closing, the IRS has effec-
tively eliminated the need for human involvement in every case in which a taxpayer does

30 National Taxpayer Advocate 2007 Annual Report to Congress, vol.2, 103-107.

31 National Taxpayer Advocate 2007 Annual Report to Congress 292; National Taxpayer Advocate 2007 Annual Report to Congress, vol. 2, 103.
32 Letter 566-B, Service Center ICL/30 Day Combo Letter.

33 National Taxpayer Advocate 2006 Annual Report to Congress 296; National Taxpayer Advocate 2003 Annual Report to Congress 87.

34 National Association of Enrolled Agents, Letter Regarding Concern over Recent Enforcement Actions by IRS (Nov. 28, 2007), at http://www.naea.org/
MemberPortal/Advocacy/Comments/letter_nov_28 2007.htm (last visited June 4, 2008); W&I, Business Performance Review 21 (May 20, 2008).

35 |RM 4.19.13.6(1) (Jan. 24, 2006).

36 When it issues an initial contact letter, which grants a taxpayer 30 days to furnish the requested documentation, the batch system suspends the file to
await the taxpayer's response. If the taxpayer fails to reply within 45 days, which includes a 15-day period for mail and handling delays, the file is purged
on the 45th day for preparation of the proposed report. If the initial contact letter (566B-EZ, 525, etc.) included an audit report, the file is purged for the
issuance of a Statutory Notice of Deficiency. National Taxpayer Advocate FY 2009 Objectives Report to Congress, xxxix-xl; W&I response to TAS inquiry (May
28,2008).
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not reply in a timely fashion.?” If a taxpayer does respond, the tax examiner considers that

response and reintroduces the case back into the batch system for automated closing.?*

The automated batch system enables the IRS to process correspondence examinations with
little or no involvement by tax examiners until taxpayers reply to notices. However, the
automated nature of the process can contribute to premature notices, case closures, and
assessments, because it is geared primarily toward closing cases or moving them along,
and may not provide taxpayers sufficient time or assistance to respond to IRS requests for
information. The automated process limits the ability of taxpayers to engage in a meaning-
ful dialogue with tax examiners, to ask questions about the process and the issues, and to

resolve problems that invariably arise during the course of an examination.

The National Taxpayer Advocate recently reported that a review of the correspondence ex-
amination process W&I conducted at one campus found that 9.52 percent (or 3,086) of the
32,422 cases it reviewed were prematurely forwarded for issuance of a Statutory Notice of
Deficiency.® In her 2007 Annual Report to Congress, the National Taxpayer Advocate once
again encouraged the IRS to allow more time to associate and consider taxpayer documen-
tation before issuing a notice of deficiency.*

In 2008, IRS campus analysts identified a problem with a computer program that affects
the suspense period for taxpayer responses. The IRS had lost the ability to stop issuing
notices when cases were forwarded to the National Print Site for the printing of go-day
letters.#* The IRS had not updated the programming to account for the time between the
requests to generate the notice and the notice being sent. While W&I indicated the prob-
lem has not caused any premature deficiency notices, the division admitted it does make it

difficult to stop a statutory notice even when mail is received timely.**

Overage Mail Delays Contribute to Premature Notices.

In 20006, the National Taxpayer Advocate reported that the IRS all too often does not re-
spond to taxpayer correspondence in a timely fashion. In FY 2005, the IRS issued 2.9 mil-
lion “interim” letters* advising taxpayers to expect delays of 30 days or more in processing
their correspondence, over and above the IRS’s acceptable 30-day initial processing period.
Correspondence delays generate additional follow-up contacts from concerned taxpayers,

including duplicate return filings, duplicate correspondence, calls to the IRS’s toll-free line,

37
38
39
40
41
42
43

IRM 4.19.20.1 (Jan. 1.2008).

Id.

National Taxpayer Advocate FY 2009 Objectives Report to Congress, xxix-xI; W& response to TAS inquiry (May 28, 2008).
National Taxpayer Advocate 2007 Annual Report to Congress 299; W&I response to TAS inquiry (May 28, 2008).

W&I, Business Performance Review 21 (May 20, 2008).

Id.

National Taxpayer Advocate 2006 Annual Report to Congress 222; IRS, Office of the Notice Gatekeeper, Correspondex Letter Volumes; IRM 3.0.273.19.4.1
(Jan. 1,2006).
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and Taxpayer Advocate Service referrals, all of which result in unnecessary re-work for IRS

employees.#

Tax practitioners have commented that the IRS frequently requests additional information
prior to reviewing all relevant case information. In addition, the sheer volume of the docu-
mentation requested is often overwhelming. Moreover, practitioners continue to express
concern about the IRS’s failure to acknowledge receipt of correspondence, explaining that
these circumstances make for an inefficient and frustrating examination process. This lack
of acknowledgement also leads to more phone calls to the IRS to check on the status of

documents.+5

A recent W&I FY 2008 Compliance Report underscores the National Taxpayer Advocate’s
growing concern, revealing that during the one-year period ending June 30, 2008, the IRS
experienced a 242 percent increase in its overage discretionary correspondence examina-

tion mail.#

A Lack of One-On-One Contact with Taxpayers Contributes to Premature
Enforcement Actions.

The IRS’s failure to actually locate and contact taxpayers when conducting a correspon-
dence examination can result in premature notices, assessments, and case closures. If mail
associated with a correspondence examination comes back to the IRS as undeliverable,

the tax examiner must use the Social Security numbers for the account on the Integrated
Data Retrieval System (IDRS) to search for a new address on information documents filed
with the IRS.#” If the examiner finds a new address, the IRS reissues the mail. However, if
they find no new addresses, examiners continue with the process and issue all letters and
reports to the taxpayers at their last known addresses of record even though they know the
mail is not reaching the taxpayers. The same concern exists for mail that does not have
the most current address but is not returned as undeliverable, e.g., where mail forward-

ing has lapsed, or where taxpayers are transient and have no permanent address. This
situation also could occur where taxpayers are avoiding non-IRS creditors, ex-spouses, etc.
Ultimately, the IRS assesses the tax liability without the taxpayers realizing an examination

has taken place.*®

Conversely, revenue agents and tax compliance officers conducting face-to-face examina-
tions must actually locate taxpayers to make their initial contacts. If the initial contact

44 National Taxpayer Advocate 2006 Annual Report to Congress 232.

45 |RM 3.0.273.19.4.1 (Jan.1, 2006); National Taxpayer Advocate 2006 Annual Report to Congress 222, 232, 294-295; The National Taxpayer Advocate,
Findings from Correspondence Examination Focus Groups, IRS Tax Forums (June - Sept. 2005).

46 W&l Compliance Measures (June 2008). Correspondence examinations do not include related compliance programs, such as the AUR, Substitute-for-
Return (SFR), CP 2000, or Math Error Programs. Accordingly, correspondence examination mail is accounted for separately from Accounts Management
mail, which has been directly impacted by the Economic Stimulus Payment initiative.

47 See Legislative Recommendation, Sending “Are You There? Letters to Credible Alternate Addresses, infra.
48 |RM 4.19.13.13 (Oct. 1,2001). See also Examination Procedural Job Aid for Tax Examiners 48 (Jan. 2008).
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letter is returned, field and office auditors must try to find a more current address.*
Auditors who cannot reach taxpayers by telephone or letter follow the same requirements
as a tax examiner and use the Social Security numbers for the account on IDRS to search
for a new address on information documents. However, they also must perform additional
research such as employing an asset locator service, issuing a postal tracer, contacting

the taxpayer’s employer, internet research, and querying the Currency Banking Retrieval
System (CBRS). If the examiners still cannot locate the taxpayers, they must confer with
their managers to decide whether the examination should continue.’® The disparity in
these two processes increases the likelihood of inaccurate default assessments in correspon-
dence examinations, which harm taxpayers and generate costly downstream work such as

audit reconsiderations and TAS involvement.

A Focus on Closing Cases Rather than Helping Taxpayers to Resolve their Problems

The IRS’s focus has shifted from assisting taxpayers in understanding their tax obligations
and resolving audit problems to closing cases and reducing examination cycle time. This
approach is shortsighted and counterproductive. It causes faulty tax assessments, prema-

ture enforcement actions, and unnecessary burden and anxiety to the affected taxpayers.

The impact of this approach on taxpayers is significant, and was clearly stated in a letter

to Acting Commissioner Linda Stiff, dated November 28, 2007, in which the President

of the National Association of Enrolled Agents (NAEA) voiced growing concerns about a
disturbing trend in IRS enforcement efforts.>* The IRS in the situations described issued a
quick succession of notices without allowing adequate time to review and act on taxpayers’
responses to requests for information, which culminated in premature deficiency notices.
The National Taxpayer Advocate has repeatedly urged the IRS to allow more time to associ-
ate and consider taxpayer documentation before proceeding with enforcement. Although
the IRS has acknowledged that it issues notices prematurely, it insists such occurrences are
isolated.5*

At the heart of these problems lie the government’s burgeoning tax gap and the IRS'’s
Strategic Plan, operational priorities, and performance measures. The Strategic Plan calls
for the reduction of audit cycle time as a key component in improving audits and audit
coverage.s3 This strategy drives IRS managers to focus too heavily on closing cases and re-
ducing examination cycle time, without considering existing, well-defined quality standards

and a highly publicized commitment to customer service.

49
50
51

52
53

Id.
IRM 4.10.2.7.2 (Aug. 1, 2007).

National Association of Enrolled Agents Letter Regarding Concern over Recent Enforcement Actions by IRS (Nov. 28, 2007), at http://www.naea.org/Mem-
berPortal/Advocacy/Comments/letter_nov_28_2007.htm (last visited June 4, 2008).

National Taxpayer Advocate FY 2009 Objectives Report to Congress, xxxix-xI; W& response to TAS inquiry (May 28, 2008).

IRS, Strategic Plan 2005-2009 19; W&I, Strategy & Program Plan, FY 2008 - FY 2009 8, 89; Small Business/Self-Employed Plan FY 2008 - FY 2009 8,
34.
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In one instance, W&I reported accomplishments indicating it achieved a discretionary
closure rate 25 percent higher than its year-to-date plan. 5 In the same report, W&I also
reported that its discretionary cycle time was down by 14.2 percent.5 Yet, in a separate
report, W&I disclosed a disturbing 242 percent increase in its overage discretionary cor-
respondence mail.5* This disparity demonstrates that the focus on shortened cycle time
may translate into the IRS not properly considering taxpayer correspondence and issuing

incorrect and premature notices of deficiency.

Existing IRS Safequards are Effective Only if Followed by all Employees on a
Consistent Basis.

To its credit, the IRS has safeguards and procedures in place to encourage and assist tax
examiners in conducting quality examinations. Except for the abbreviated procedures used
in attempting to locate taxpayers and the use of the combo letter, present guidelines require
tax examiners to observe the same procedures and standards followed in face-to-face
examinations. Examiners must review the classified issues and prepare the initial contact
letters. In communicating with taxpayers, they may use only nationally developed letters
that the IRS has approved for content and clarity. Tax examiners must recognize and ad-
here strictly to prescribed procedures and times for each letter and report, and must be sure
taxpayers understand their appeal rights. Moreover, they may not assert penalties without
written approval from their supervisors. If taxpayers request face-to-face interviews, the
examiners must confer with their managers, who make the final decisions about whether to

honor the requests.5”

These safeguards and procedures do little good unless IRS employees and managers adhere
to them consistently. For example, IRM provisions direct tax examiners to call taxpayers if
they need additional information to evaluate correspondence and less than 15 days re-
main until default. 5 However, TIGTA reported tax examiners rarely attempted to contact
taxpayers by phone when they needed additional information to complete the audits, even
though taxpayers provided their phone numbers for this purpose.”® Failure to follow the

procedure and contact taxpayers by telephone to resolve correspondence examinations

54 W&, Business Performance Review 27 (Feb 21, 2008).

55 [d.

56 W&, Compliance Measures (June 2008). Correspondence examinations do not include related compliance programs, (e.g., AUR, SFR, CP 2000, or Math
Error Programs). The discretionary correspondence examination mail figures are exclusive of any other compliance program.

57 |RM 4.19.19.3(1) (Jan.1,2007); IRM 4.10.3.16.1 through 4.10.3.16.8 (Mar. 1, 2003); IRS Pub 3498-A, Report Writing; The Examination Process
(Examinations by Mail), says, “IRS employees will explain and protect your rights as a taxpayer throughout your contact with us.” It explains that taxpayers
may have someone represent them in correspondence and phone calls, that help may be available from a Low Income Taxpayer Clinic, that taxpayers may
request the examination be conducted in person rather than through correspondence and that taxpayers have the same rights whether the examination is
conducted by mail or in person.

58 |RM 4.19.19.3(1) (Jan.1, 2007).

59 TIGTA, Ref. No. 2002-040-034, Implementation of the Remote Examination Toll-Free Telephone Program Is Ongoing 4. TIGTA notes that “When examin-
ers do not attempt to contact taxpayers by telephone when additional information is needed to complete the audit, they are bypassing an opportunity
to further the Remote Examination Toll-Free Telephone Program goal of improved customer service through the more expeditious completion of the audit
process”
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creates needless re-work and taxes the IRS’s already limited resources. In response to a
recent TAS inquiry, W&I and SB/SE indicated they encourage tax examiners to contact
taxpayers by telephone, as provided in the IRM, and noted SB/SE added this procedure to
its Operating Guidelines in FY 2007.%

Conclusion

The IRS should consider taking the following actions to improve the correspondence
examination program: implement processes and procedures to associate and consider
taxpayer correspondence timely; move forward with systemic restrictions to limit the re-
duction of suspense periods in the batch processing system; issue a Servicewide Electronic
Research Program (SERP) Alert covering IRM 4.19.3.1, Outgoing Calls, to emphasize the
importance of effective use of the telephone in resolving correspondence examinations;
eliminate the use of the Examination Procedural Job Aid, and follow the guidance in IRM
4.19.19, Telephone Contacts; align the procedures used by tax examiners in locating taxpay-
ers and handling undeliverable mail in IRM 4.19.13, Liability Determination — General
Development and Resolution, with the procedures used by tax compliance officers in IRM
4.10.2, Examination of Returns — Pre-contact Responsibility; and stop using the combo letter
in all correspondence examinations, and revert to the pre-1999 examination procedure of
issuing a preliminary audit report, followed by a traditional 3o0-day letter, at a later stage in
the audit.

IRS Comments

As acknowledged by the National Taxpayer Advocate, correspondence examinations play

a vital role in promoting voluntary compliance with the tax law and in closing the Tax
Gap. During FY 2008, the IRS examined 1.1 million returns and assessed over $6.7 billion
through its correspondence examination programs. These programs include EITC and
non-EITC programs, such as Schedule A tax issues, non-filers, premature IRA distribution,
education credits, and child tax credit. The examination of these issues through correspon-
dence, rather than through a field or office audit, requires fewer resources from either the
IRS or taxpayers, and are considerably less invasive for taxpayers.

We do not agree that the automated correspondence examination process leads to pre-
mature assessments. Most EITC and some discretionary audits use an automated batch
processing system. This is an excellent system that prevents, rather than causes, pre-
mature notices. Cases cannot move through the system until programmed timeframes
have expired. When taxpayer correspondence is received and entered on the system,

all actions cease until an examiner considers this correspondence. In this regard, the
National Taxpayer Advocate cites a November 28, 2007, letter from the National Association

of Enrolled Agents as an example of a situation culminating in premature issuance of

60 |RM 4.19.13.9.1 (Mar. 3, 2006); W&I and SB/SE Response to TAS Inquiry (June 27, 2008).
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deficiency notices. The letter from NAEA voiced concerns regarding the timing of IRS
notices and indicated the IRS was issuing subsequent follow-up notices too rapidly. The
IRS works with the NAEA and others in the practitioner community to solicit feedback
and identify improvement opportunities. In this case, the IRS promptly reviewed and
adjusted the suspense dates for printing these notices, which served to address the NAEA’s
concern. The National Taxpayer Advocate’s report also states that 9.52 percent of cases at
one campus had premature statutory notices issued. This was caused by a clerical error in
calculating the suspension period in which the statutory notices were issued an average of
three days earlier than the designated suspension period. Immediate actions were taken to

correct this error.

We also do not agree with the National Taxpayer Advocate’s contention that an increase
in overage correspondence contributes to premature notices and assessments. While the
IRS makes every effort to track and timely consider all taxpayer correspondence, from time
to time heavy volumes prevent us from doing so. However, as noted above, once mail is
received and entered into the system, all notices stop, except systemic interim letters, until
the mail is considered. This applies to all mail, including overage. Further, in her report,
the National Taxpayer Advocate repeatedly cites an overage mail percentage increase for
W&I Discretionary Exam of 242 percent from 2007 to 2008. This figure is not presented
in context and actually represents the difference from a June 2007 overage percentage of
11 percent compared to a June 2008 overage percentage of 17 percent.®* By the end of FY
2008, the overage percentage was reduced to less than eight percent.

The National Taxpayer Advocate’s report also states that the IRS focuses on closing cases
rather than helping taxpayers to resolve their problems. While we disagree with the state-
ment, we agree we need to continually focus on helping taxpayers understand and resolve
their tax issues. It is our intent to conduct a correspondence examination program that
promotes the IRS mission and we realize that responding to the needs of taxpayers in this
process is vital. In this regard, the IRS created a Taxpayer Communication Task Group to
evaluate all IRS notices and explore communications improvement opportunities. In ad-
dition, the IRS works very closely with the tax practitioner community to identify specific
opportunities for improvement in the correspondence examination program. Based on
practitioner focus group feedback, we have initiated or planned changes such as the issu-
ance of letters to acknowledge receipt of taxpayer correspondence and implementation of
uniform and adequate notice suspense timeframes. We are also working with the National
Taxpayer Advocate to address her concerns with the combination, or “combo” letter. Use
of this letter is being eliminated for all but a few programs, such as Criminal Investigation
referrals and non-filer cases, where the chance of the returns being adjusted are highly
likely. These changes will be implemented during 2010.

61 |RS tracks mail that is overage compared to total mail. In June 2007, there were 627 pieces of mail overage out of a total inventory of 5,787. The compa-
rable figures for June 2008 were 2,146 out of 12,500.
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With regard to telephone contacts, the IRS is taking actions to move toward a vision for
corporate inventory for much of this work. The W&I Division has implemented a self as-
sign feature that allows a taxpayer to provide information to any tax examiner that answers
our toll free number on an unassigned case. If the information the taxpayer provides is
sufficient, the examiner can immediately assign the case to himself or herself and make
the final determination on the case. A Unified Work Request for a programming change
has also been submitted to expand this flexibility to cases in go-day status. In addition,
W&I has completely eliminated extension routing on all cases. Universal call routing now
facilitates taxpayers’ telephone interactions with the IRS by allowing them to talk to the
next available examiner on any case. This process eliminates the need for the taxpayer to
connect with the particular IRS employee assigned to his or her case, since all return data,
letters, reports, and work papers are available to all examiners. In addition, an October
2008 telephone survey reflects that 70 percent of taxpayers called for an explanation of
the letter from the IRS and another 11 percent called to inform the IRS that they mailed
records or wanted to provide other information; issues that can easily be addressed by any

examiner.

The IRS has received very favorable feedback from taxpayers regarding these changes to
our telephone operations. For example, the W&I October 2008 telephone survey indicates
84 percent of taxpayers were satisfied with the time it took to reach a tax examiner on the
phone and 95 percent were satisfied with the length of time they spent with the exam-

iner after they were connected. Further, 9o percent were satisfied with the ability of the
examiner to make a decision on their case. Other planned improvements include intel-
ligent call routing, which will route calls to the most appropriate examiner based on the tax
issues involved in the case. We are also moving forward with the correspondence imaging
development project which will electronically add taxpayer correspondence to our front-
line employees’ desktops. This will allow for faster responses to taxpayer mail and reduce

overage inventory.

Comments regarding the National Taxpayer Advocate’s specific recommendations
follow.

The National Taxpayer Advocate recommends that the IRS implement processes and
procedures to timely associate and consider taxpayer correspondence. The IRS believes the
standardization of timeframe guidance and related systems changes have already addressed
the concerns raised by the NAEA. However, we will continue to work toward reducing
overage correspondence and improving the timeliness of our responses to all taxpayer

correspondence.

The National Taxpayer Advocate recommends that the IRS move forward with systemic
restrictions to limit reduction of suspense periods in the batch processing system. The
IRS has already submitted a Uniform Work Request to program RGS/CEAS to automati-
cally populate the suspense period whenever a case is updated into a new letter status. In

addition, system changes have already been made to standardize the suspense periods for
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cases in Status 22. Cases are updated to Status 22 when the 30-day letter is issued to the
taxpayer. The 30-day letter includes an audit report with proposed adjustments which is
issued prior to the statutory notice.

The National Taxpayer Advocate recommends that the IRS issue a SERP Alert covering
IRM 4.19.3.1 to emphasize the importance of effective use of the telephone. While we
agree our employees should follow this IRM, we do not believe issuance of a SERP alert is
the most effective way to ensure these provisions are being adhered to. Rather, we plan to
address this area by evaluating the case reviews included in an ongoing study. The results
will allow us to provide site-specific feedback for managers and employees regarding their

performance in this area.

The National Taxpayer Advocate recommends that the IRS eliminate use of the
Examination Procedural Job Aid and follow the guidance in IRM 4.19.19, Telephone
Contacts. Correspondence examination telephone assistors are already required to follow
IRM 4.19.19, which provides technical guidance that is not superseded by any locally gener-
ated procedural job aids. However, we will ensure that any such job aids do not contain
instructions to staff that are inconsistent with the IRM. Further, W&I Examination has a
Toll-Free Telephone Assistance Guide in SERP which contains hyperlinks to various IRM
and other references for quick access to guidance for examiners to assist in the handling of

taxpayer telephone calls.

The National Taxpayer Advocate recommends the that IRS align the procedures used by
tax examiners in locating taxpayers and handling undeliverable mail in IRM 4.19.13 with
the procedures used by tax compliance officers in IRM 4.10.2. During notice generation
at the campus level, the address is systemically referenced against the most current IRS
Master File address data for the taxpayer. In addition, when the notice is received at the
National Print Site for mailing, another check is performed on the address to determine

if it is a valid postal address prior to the mail-out. These procedures are fully consistent
with the law and we believe they ensure that a majority of all correspondence reaches its
intended recipient. IRS data indicates that currently only about six percent of correspon-
dence examination notices are undelivered.®* Further, much of the guidance in IRM 4.10.2
that applies to more complex office and field examinations, such use of third party contacts,
postal tracer services, etc., are impractical in the campus correspondence examination

environment.

Finally, the National Taxpayer Advocate recommends that the IRS stop using the combo
letter in all correspondence examinations. As noted above, Uniform Work Requests for
programming that will eliminate use of the combo letter in all but a few situations are in
the implementation process. The IRS will also evaluate discontinuing the use of these let-

ters for the remaining cases.

62 Audit Information Management System (AIMS) September 2008 database.
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Taxpayer Advocate Service Comments

The National Taxpayer Advocate commends the IRS for its commitment to improving

the correspondence examination program, for its innovation in the development of new
customer service delivery systems, and for its willingness to work collaboratively with
TAS and the practitioner community to improve customer service while seeking ways to
reduce costs and burdens faced by taxpayers in complying with the law. The IRS’s proac-
tive approach to addressing the concerns of the NAEA, and its willingness to rethink its
position on the use the combo letter are good examples of this commitment. The creation
of a Taxpayer Communications Task Group, along with the aggressive use of focus groups,
customer surveys, and national phone forums all serve to enhance the notice improve-
ment process and improve communications with taxpayers. The advent of Universal Call
Routing holds the promise of transforming IRS call sites into world class operation centers.
Despite these system enhancements and service improvements, the National Taxpayer
Advocate remains concerned that the unregulated growth in correspondence examinations
is undermining the agency’s ability carry out its mission and is burdening taxpayers.

The IRS’s reliance on a rigid automated system for conducting examinations eliminates
flexibility, a crucial element of the exam process. Adhering to the expiration of automated
timeframes to move cases through the process could prematurely push cases forward,
because taxpayers may not have sufficient time or assistance to respond to IRS requests for
information. The automated process limits the ability of taxpayers to engage in a meaning-
ful dialogue with tax examiners, to ask questions about the process and the issues, and to
resolve problems that invariably arise during the course of an examination. While the
National Taxpayer Advocate is pleased the IRS is communicating with stakeholders, such as
the NAEA, the examples these stakeholders share continue to illustrate the type of prob-

lems that can arise when relying on an automated system to conduct examinations.®

The National Taxpayer Advocate applauds the IRS’s efforts to improve the control and
tracking of unassociated correspondence and understands the challenges heavy volumes
of mail can create. It is important to note the batch system cannot be effective unless
correspondence is properly controlled and recorded upon receipt. Additionally, it is
unacceptable for the IRS to send 2.9 million “interim” letters advising taxpayers to expect
delays of 30 days or more in processing their correspondence, which is over and above the
IRS’s acceptable 30-day initial processing period.® These correspondence delays create
additional follow-up contacts from concerned taxpayers, such as duplicate return filings,
duplicate correspondence, calls to the IRS’s toll-free line, and TAS referrals: all of which

63

64

National Association of Enrolled Agents Letter Regarding Concern over Recent Enforcement Actions by IRS (Nov. 28, 2007), at http://www.naea.org/
MemberPortal/Advocacy/ Comments/letter_nov_28_2007.htm (last visited June 4, 2008).

National Taxpayer Advocate 2006 Annual Report to Congress 222; IRS, Office of the Notice Gatekeeper, Correspondex Letter Volumes; IRM 3.0.273.19.4.1
(Jan. 1,2006).

Taxpayer Advocate Service — 2008 Annual Report to Congress — Volume One 257



Most Serious

Problems

The IRS Correspondence Examination Program

Promotes Premature Notices, Case Closures, and Assessments ISR

result in unnecessary rework for IRS employees.> In regard to the 241 percent figure, this
number accurately represents the challenges the IRS is experiencing in addressing taxpayer
correspondence in a timely fashion as compared to the increase in discretionary examina-
tions in 2007 to 2008. No matter what percentage may be used, it is clear overage mail

remains an issue.®®

The National Taxpayer Advocate acknowledges that the IRS is often under extraordinary
pressure to do a number of tasks, including conducting examinations. However, in the past
several years, the IRS has shifted from assisting taxpayers in understanding their tax obli-
gations and resolving audit problems to closing cases and reducing examination cycle time.
The IRS relies too heavily on moving cases along through an automated system, rather
than considering all taxpayer correspondence and making sure the taxpayer understands
his or her obligations. This approach may cause faulty tax assessments, premature enforce-

ment actions, or unnecessary burden and anxiety to the affected taxpayers.

Comments Regarding IRS Response to TAS Recommendations

In addressing systemic restrictions that would operate to limit the reduction of the sus-
pense periods in the automated batch processing system, the IRS indicates it has submitted
a uniform work request to modity its programming to automatically populate the proper
suspense period at each stage in the audit process. The National Taxpayer Advocate com-
mends the IRS for this important step in the right direction, but also reminds the IRS that
the system will only work if correspondence is properly controlled and recorded into the
system upon receipt. In designing this system, the National Taxpayer Advocate urges the
IRS install safeguards to protect taxpayers against the inadvertent circumvention of inter-
nal controls, and to improve the oversight of managers and examiners who are required to
adhere to the agency’s long-standing audit quality standards in conducting correspondence

examinations.

The National Taxpayer Advocate supports the IRS’s plans to conduct case reviews as part of
an ongoing study to promote the effective use of the telephone in resolving correspondence
examinations. Particular emphasis should be placed on adherence to IRM 4.19.13.9.1,
which requires examiners to make telephone contact with taxpayers to resolve issues

and clarify information needed before issuing a request for additional information. The
National Taxpayer Advocate also urges the IRS to consider issuing a SERP alert to empha-
size the importance of telephone contact, to mandate its use, and to stress the importance
of adherence to IRS policy. A separate alert will reinforce and direct employees’ attention
to the IRM instruction. The IRS should also develop training materials for tax examiners

covering telephone examination techniques.

65 National Taxpayer Advocate 2006 Annual Report to Congress 232.

66 W&, Compliance Measures (June 2008). Correspondence examinations do not include related compliance programs (e.g., AUR, SFR, CP 2000, or Math
Error Programs). The discretionary correspondence examination mail figures are exclusive of any other compliance program
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The National Taxpayer Advocate disputes the IRS contention that merely satisfying the
letter of the law represents an adequate attempt to contact taxpayers for the purpose of
conducting examinations, especially in view of the high default rates and future down-
stream rework generated by audit reconsiderations. Moreover, the IRS has not presented
data to support its contention that the use of postal tracers and third party contacts, typi-
cally used to contact taxpayers in office and field audits, is impractical for use in the context
of correspondence examinations. The National Taxpayer Advocate believes the IRS should
make a greater effort to locate and contact taxpayers before issuing a statutory notice of
deficiency on “no reply” cases.

The National Taxpayer Advocate has long advocated for the IRS to stop using the combo
letter in all correspondence examinations, and is pleased to report the IRS has agreed

to eliminate the combo letter in all but a few examination programs, e.g., non-filers and
criminal investigations referrals that have high potential for audit adjustments, beginning
in 2010. While the National Taxpayer Advocate would urge this action without delay, she
commends the IRS for its willingness to consider the complete elimination of the combo
letter and looks forward to working with the IRS in exploring this possibility.

Recommendations

The National Taxpayer Advocate recommends the IRS take the following actions to im-

prove the correspondence examination process:

1. Implement processes and procedures to associate and consider taxpayer correspon-
dence timely; move forward with systemic restrictions to limit the reduction of

suspense periods in the batch processing system;

2. Issue a Servicewide Electronic Research Program (SERP) Alert covering IRM
4.19.3.1, Outgoing Calls, to emphasize the importance of effective use of the tele-

phone in resolving correspondence examinations;

3. Eliminate the use of the Examination Procedural Job Aid and follow the guidance
in IRM 4.19.19, Telephone Contacts and align the procedures used by tax examin-
ers in locating taxpayers and handling undeliverable mail in IRM 4.19.13, Liability
Determination — General Development and Resolution, with the procedures used
by tax compliance officers in IRM 4.10.2, Examination of Returns — Pre-contact
Responsibility; and

4. Stop using the combo letter in all correspondence examinations and revert to the
pre-1999 examination procedure of issuing a preliminary audit report, followed by a
traditional 30-day letter at a later stage in the audit.
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Responsible Officials

Richard E. Byrd, Jr., Commissioner, Wage and Investment Division

Chris Wagner, Commissioner, Small Business/Self-Employed Division

Frank Y. Ng, Commissioner, Large and Mid-Size Business Division

Steven T. Miller, Commissioner, Tax Exempt and Government Entities Division

Sarah Hall Ingram, Chief, Appeals

Definition of Problem

Over the years, the IRS has centralized essential functions and programs involving tax-
payer contact and interaction. The centralization of major programs significantly changes
their organizational structure, management, work processes, and the quality of interaction

between the IRS and taxpayers.

While centralization has its benefits, it can also harm taxpayers if the IRS fails to consider
the true impact of centralization on taxpayer service and compliance. The IRS needs to do
a better job of evaluating the downstream consequences to taxpayers when assessing the

true cost of centralization.

Analysis of Problem

Background

In 1998, the IRS was comprised of 33 districts and ten campuses (then called service
centers). Each of these 43 organizations reported to a director who was charged with
administering the entire tax code for every kind of taxpayer — from low income individuals
to high income businesses, with simple and complex problems — within his or her district
or campus. All of these units were geographically based and functionally separate, with
multiple management layers. Four regional offices and a national office conducted over-
sight of these districts."

Congressional hearings in late 1997 uncovered a wide array of inconsistencies, inef-
ficiencies, and deficiencies in taxpayer service, which Congress attributed in part to the
geographically based structure of the IRS.*> The hearings prompted the enactment of the

L Internal Revenue Manual (IRM) 1.1.2 (Feb. 26, 1999).

2 See Report of the National Commission on Restructuring the Internal Revenue Service: A Vision for a New IRS (June 25, 1997); Hearing Before Subcomm.
on Oversight of the H. Comm. on Ways and Means on the Report of the National Commission on Restructuring the Internal Revenue Service (July 24,
1997); IRS Restructuring: Hearings Before the Committee on Finance, United States Senate, 105th Cong. (Jan. 28-29, 1998; Feb. 5, 11, and 25, 1998).
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IRS Restructuring and Reform Act of 1998 (RRA 98)3 and served as the impetus for the
most significant IRS reorganization since 1952. RRA 98 codified the need for moderniza-
tion and required the IRS to move from its geographically based system to a flatter man-

agement structure, in an effort to become a more customer-focused organization.*

Prior to the reorganization, the IRS was a “stovepipe” operation. In this type of structure,
functional units (such as Accounts Management, Submission Processing, Exam, Collection,
and Appeals) set and implemented their own priorities and objectives, which might be dis-
connected from the other functions and the organization as a whole. Under this arrange-
ment, the IRS looked like a conglomeration of unconnected parts rather than an integrated
organization moving toward a common goal. For example, if a taxpayer received a notice
from the IRS and called the toll-free number to inquire about it, the customer service
representative might not be able to help because he or she lacked the information needed
to settle account problems.

The IRS subsequently reorganized into four major divisions based on the type of taxpayer
served by each division:

® Wage and Investment (W&I), serving individual taxpayers with wage and investment

income only;

® Small Business/Self-Employed (SB/SE), serving small businesses and fully or partially
self-employed individuals;

® Large and Mid-Size Business (LMSB), serving corporations with assets of more than $5

million;> and

® Tax Exempt and Government Entities (TE/GE), serving a wide range of customers
including small community organizations, major universities, pension funds, state

governments, and Indian tribal governments.

Each of these divisions was given end-to-end responsibility for serving a particular group of
taxpayers with similar needs. In this manner, the IRS hoped to better serve the American
public by reorganizing into specialized units focused on taxpayer needs, rather than on its
own internal needs. The reorganization was intended to eliminate stovepipes, reduce man-
agement levels, and bring decision-making close to the front line.® Although the agency
has made progress in breaking down stovepipe barriers, it has not done away with them as

intended.

3 Internal Revenue Service Reform and Restructuring Act of 1998 (RRA 98), Pub. L. No. 105-206 (1998).
4 Pub. L. No. 105-206 § 1002 (1998).

5 The threshold for LMSB casework is now $10 million in assets. See Large & Mid-Size Business Division At-a-Glance, at http://www.irs.gov/irs/
article/0,,id=96387,00.html (last viewed Sept. 22, 2008).

6 See Report of the National Commission on Restructuring the Internal Revenue Service: A Vision for a New IRS (June 25, 1997).
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Within a few years of the reorganization, the IRS moved away from providing end-to-end
service to taxpayers and began to centralize functions at the campuses in an effort to real-
ize efficiencies. For example, all Submission Processing, whether it affects individual or
business taxpayers, now falls under W&I. LMSB never offered end-to-end account services
for LMSB taxpayers; SB/SE handles these services instead.” In TE/GE, the toll-free customer
service phones are now answered by W&I rather than TE/GE employees.®

The IRS Has Achieved Certain Benefits by Centralizing Programs.

The IRS can take different approaches to centralization. Under a programmatic approach,
separate functions are not centralized, but a central office coordinates their activities. In a
functional approach to centralization, a specialized unit deals with the taxpayer from start
to finish. In a third approach, one unit completes tasks on a case but is not responsible for
the case from start to finish.

There are many valid, taxpayer-friendly reasons to centralize a program. Through cen-
tralization, an organization can identify inconsistencies that can be immediately resolved,
reduce redundancies, and create efficiencies that might not be apparent if performed by
separate units. Centralization allows for greater focus on coordination, standardization,

and consolidation of equipment, processes, and technology.

However, the IRS may be harming taxpayers by centralizing processes without factoring
in the impact on taxpayer service and taxpayer interaction with each process or program.
Taxpayer-centric issues that the IRS should consider when deciding whether to centralize a
program include:

® Can a remote centralization structure be designed to minimally affect the needs of the
taxpayer population involved?

® Does the structure meet the needs of taxpayers and provide service that is more

convenient?

® Does centralization include adequately staffed, competent, and trained personnel who
understand taxpayers’ business and individual needs?

® Does the IRS measure efficiency and productivity benefits to taxpayers along with the
risks?
® Js the proposed centralization based on lessons learned, responses received, and tax-

payer trends identified from past or similar centralization efforts?

® Can taxpayers locate, navigate, and effectively communicate with the centralized
program?

7 See IRM 1.1.24 (Nov. 1, 2006).

8 Initially, TE/GE employees answered the toll-free calls. Effective October 1, 2006, responsibility for the TE/GE call site shifted to W&I Customer Account
Services. See TE/GE Call Site Transferred to W&, at http://tege.web.irs.gov/templates/CASHome.asp (last viewed Nov. 25, 2008); TE/GE Call Site Trans-
fers to W&I, at http://win.web.irs.gov/cas/tege_welcomed_by_wi.htm (last viewed Nov. 25, 2008).
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® Does the centralized structure work seamlessly with the rest of the IRS, including
handing off cases, or does it create isolated units?

® s there a fallback process when the centralized arrangement does not work for a
particular taxpayer or type of taxpayer?

Centralized Programs That Have Benefitted Taxpayers

The following are examples of centralized IRS programs that have benefitted taxpayers
while creating efficiencies and improving customer service. In each instance, the IRS real-
ized its procedures for dealing with a very complex issue were inadequate. By centralizing,

the IRS hoped to benefit from applying its procedures uniformly to taxpayers.

Earned Income Tax Credit

The Earned Income Tax Credit (EITC) is a refundable federal income tax credit for low
income working individuals and families. It is a complex provision to administer; over 20
different IRS functions handle some portion of the EITC.? In July 2002, the IRS took steps
to improve administration of the EITC by creating the EITC Program Office in the W&I
division.” The goal of the EITC Program Office is to strengthen coordination and links
among the functions so their interactions are seamless. Here, programmatic centralization
of EITC program oversight into one office has brought a more focused approach to EITC
marketing efforts and related compliance activities. The EITC Program Office has balanced
compliance and outreach while standardizing budget allocations for the diverse EITC
population.

Relief from Joint and Several Liability

Following the enactment of RRA 98, the IRS was overwhelmed with applications for relief
from joint and several liability, due in part to a change in the law.”" The inventory of joint
and several liability, or “innocent spouse” cases rose from 46,619 in fiscal year (FY) 1999
to 54,402 in FY 2000."* To quickly identify new issues as it implemented the law, and

to achieve consistency in its relief determinations, the IRS created a centralized unit to
process joint and several liability claims. This centralization enabled the IRS to obtain
much-needed support from the Office of Chief Counsel, the Appeals function, and TAS in

an efficient and effective manner.

See Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2005-40-133, Administration of the Earned Income Tax Credit Program Has Im-
proved, but Challenges Continue, Appendix V (Aug. 26, 2005).

See IRS, EITC Program Effectiveness and Program Management FY 2002 - FY 2003 (Aug. 8, 2003).

See National Taxpayer Advocate 2005 Annual Report to Congress 326; National Taxpayer Advocate 2003 Annual Report to Congress 170; National Taxpayer
Advocate 2002 Annual Report to Congress 150; National Taxpayer Advocate 2001 Annual Report to Congress 128.

See National Taxpayer Advocate 2001 Annual Report to Congress 128.
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Centralized Programs That Have Been Less Than Successful

Some centralized IRS programs have failed to realize the anticipated benefits. One signifi-
cant drawback of centralized programs is the emphasis on standardized, “cookie-cutter”
processes over an individualized, fact-and-circumstances approach. Centralization of the
offer in compromise (OIC) program is an example of a flawed centralization initiative.

The OIC program allows for the compromise of tax liabilities based upon “doubt as to
liability” or “doubt as to collectability,” or in furtherance of “effective tax administration.”3
The goal of the program is to achieve collection of what is reasonably collectible, at the

least cost and at the earliest possible time, and to promote future taxpayer compliance.™

The National Taxpayer Advocate has repeatedly voiced concerns over the rules and proce-
dures, imposed as a result of centralization, that limit the accessibility and use of the OIC.*s
It appears the IRS no longer uses the program to any significant extent as a viable collec-
tion alternative. Between FY 2001 and FY 2008, the number of offers accepted declined by
72 percent.’

Centralization Carries Some Drawbacks.

While centralization comes with many benefits, the IRS should not ignore the potential
harm to taxpayers when it assesses the costs and benefits of centralizing a program. The
National Taxpayer Advocate has raised concerns about the centralization of numerous
programs in previous Annual Reports to Congress.”” The following discussion identifies
some of the concerns the IRS needs to address to reduce negative impact on taxpayers

when centralizing a process.

Reduced Opportunities for Face-to-Face Contact
In a survey conducted by the IRS Oversight Board, 6o percent of taxpayers stated that it is

very important to be able to visit an office where an IRS representative will answer their
questions.” Since the IRS reorganization, however, taxpayers have had fewer opportunities
to meet with employees to resolve their issues — or interact with the IRS in person at all.
One significant consequence of centralization is the diminished level of face-to-face service

the IRS offers to taxpayers.

13 SeeTreas. Reg. § 301.7122-1, et. seq.; Form 656, Offer in Compromise.
14 See IRS Policy Statement P-5-100, IRM 1.2.1.5.18 (Jan. 30, 1992).

15 See National Taxpayer Advocate 2007 Annual Report to Congress 375; National Taxpayer Advocate 2004 Annual Report to Congress 311; National Taxpayer
Advocate 2003 Annual Report to Congress 99; National Taxpayer Advocate 2002 Annual Report to Congress 15; National Taxpayer Advocate 2001 Annual
Report to Congress 52; National Taxpayer Advocate 2000 Annual Report to Congress 36; National Taxpayer Advocate 1999 Annual Report to Congress I-35.

16 SB/SE Collection Activity Report No. 5000-108 (FY 2001-FY 2008). In FY 2001, the IRS accepted 38,643 OICs compared to 10,677 in FY 2008.

17 See National Taxpayer Advocate 2006 Annual Report to Congress 130; National Taxpayer Advocate 2005 Annual Report to Congress 136; National Taxpayer
Advocate 2004 Annual Report to Congress 264, 311; National Taxpayer Advocate 1999 Annual Report to Congress I-27,1-34, 1-41, -42.

18 |RS Oversight Board, 2007 Taxpayer Attitude Survey (Feb. 2008).
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Geographic centralization limits the opportunity for face-to-face interaction and exercise

of independent judgment. For example, in an attempt to reduce cycle time and save
resources by more efficiently working its “less complex” cases, the Office of Appeals central-
ized certain work streams at IRS campuses in 2003 and 2004.” The National Taxpayer
Advocate raised questions about this initiative in both the 2005 and 2006 Annual Reports
to Congress and still holds many of the same concerns.*

The trend of centralizing Appeals activity at campuses and the subsequent cutbacks in local
office staffing reduce opportunities for taxpayers to obtain face-to-face Appeals hearings.
While not every taxpayer needs or wants face-to-face meetings with Appeals, the National
Taxpayer Advocate remains concerned about the potential impact of this policy, particularly
on low income taxpayers. The lessened opportunity for face-to-face contact not only affects
taxpayer service, but may also diminish enforcement. If the IRS has no presence in the

local community, taxpayers may feel less inclined to keep current on their tax obligations.”’

Loss of Local Expertise

Many IRS employees and managers possess unique skills and expertise, developed through
years of experience in particular subjects. In addition, many have built relationships with
state and local tax agencies, other government agencies, professional organizations, indus-
try experts, and grassroots stakeholders. With centralization, the IRS may shift programs
away from these experts to employees who (without extensive training) lack the necessary
skills and abilities.

For example, the IRS consolidated 33 geographically dispersed lien units into a single
centralized case processing lien unit at the Cincinnati Campus in 2005. Until then, each
individual lien processing unit provided direct telephone and walk-in service for taxpayers.
Lien employees dealt regularly with the appropriate authorities in their local jurisdictions
and were familiar with local issues affecting taxpayers. Centralization virtually eliminated

taxpayers’ ability to walk into an IRS office and obtain an immediate release of a lien.*

The IRS experienced a similar loss of local expertise when it centralized oversight of the
Taxpayer Assistance Centers (TACs). The IRS decided at the national level which issues
were out of scope (i.e., which the TAC employees would not address), leading to one-size-
fits-all policies and underuse of local expertise. For example, a farmer in North Dakota may
have a few questions about income averaging and depreciation of farm equipment. Before

the IRS centralized the management of its TAC operations, the farmer could walk into the

20

21

22

See TIGTA, Ref. No. 2007-10-071, The Office of Appeals Needs to Improve the Monitoring of Its Campus Operations Quality (May 10, 2007).

See National Taxpayer Advocate 2006 Annual Report to Congress 130; National Taxpayer Advocate 2005 Annual Report to Congress 136; National Taxpayer
Advocate 2004 Annual Report to Congress 264, 311; National Taxpayer Advocate 1999 Annual Report to Congress I-27,1-34, 1-41, 1-42. IRS Oversight
Board, 2007 Taxpayer Attitude Survey (Feb. 2008).

See Marjorie E. Kornhauser, “Normative and Cognitive Aspects of Tax Compliance: Literature Review and Recommendations for the IRS Regarding Individual
Taxpayers,” National Taxpayer Advocate 2007 Annual Report to Congress Vol. I, 144,

See National Taxpayer Advocate 2006 Annual Report to Congress 130.
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local IRS office and ask these questions. Now, the IRS deems such farming questions out of
scope for TAC employees.”3

Inadequate Centralized Resources Lead to Increased Inventory and Rework.

When centralization works as intended, an organization can address issues comprehen-
sively and efficiently. However, the IRS must adequately staff its centralized programs
and sufficiently train its employees. Insufficient staffing and inadequate training lead to

increases in inventory and rework, which waste taxpayer time and agency resources.

In FY 2006 and FY 2007, the IRS consolidated the Combined Annual Wage Reporting
(CAWR) and Federal Unemployment Tax Act (FUTA) programs at three campuses, with the
Cincinnati Campus handling cases from 27 states. After the consolidation of the CAWR/
FUTA program, TAS CAWR/FUTA receipts increased 68.7 percent in FY 2007 over FY
2006.%

These examples illustrate a common theme in the problems created by centralization.
Rising inventories, inadequate staffing and training, the inability of taxpayers and employ-
ees alike to navigate the system and make contacts, the loss of local familiarity, and the lack
of face-to-face interactions all have a major impact on both taxpayers and IRS employees.
Centralization should not come at the expense of taxpayers or the employees who serve

them.

The IRS Should Fully Consider Factors That Impact Taxpayer Service When Deciding
Whether to Centralize a Program.

If the IRS decides to centralize a program, the benefits to taxpayers should significantly
outweigh any harm to taxpayer service. The IRS should ask and answer each of the follow-

ing questions when it considers centralizing a program.

What are the expected benefits of centralization?

The IRS should conduct a comprehensive analysis to identify the expected gains in ef-
ficiency, cost savings, and other benefits of centralization before deciding to centralize any
program. On what data or assumptions are these expectations based? Is there a way to
quantify the estimated gains in efficiency? Do calculations of net cost savings include the
costs of downstream consequences? Is there a plan to revisit and evaluate the decision to

centralize and determine if the IRS has realized the expected benefits?

Is there a need for a strong local presence?

How do taxpayers feel about a faceless and nameless IRS? Does this program involve a

subject or a taxpayer population that would benefit from a more localized structure?

23 See Most Serious Problem, Taxpayer Service: Bringing Service to the Taxpayer, supra.

24 See National Taxpayer Advocate 2007 Annual Report to Congress 651. See also Most Serious Problem, Inefficiencies in the Administration of the Com-
bined Annual Wage Reconciliation (CAWR) Program Impose Substantial Burden on Employers and Waste IRS Resources, infra.
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The trend toward centralization has repercussions through all areas of tax administration.
One of the National Taxpayer Advocate’s greatest concerns is the loss of a local footprint
for the IRS.*> While one can argue that technology enhances the communication process
for taxpayers in some program areas, there is no adequate substitute for face-to-face or local
interaction with some taxpayer populations. Some taxpayers may not need a face-to-face
opportunity but do need local personnel who understand their particular environment or

occupation.

When the IRS centralizes a program or process, it should not necessarily walk away from
the local structure. Theoretically, the IRS can organize around the type of taxpayers
served by the various operating divisions and functions without abandoning a geographic

footprint.

What will be the impact of centralization on compliance?

Taxpayers and their representatives depend on IRS information about tax laws to comply
with their tax obligations. A taxpayer’s ability to obtain information has a direct bearing
on voluntary compliance — i.e., when information is difficult to obtain, voluntary compli-
ance declines.” The IRS should consider whether centralization would make it easier or

more difficult for taxpayers to obtain information about their tax obligations.

What will be the impact of centralization on taxpayer service?

The IRS needs to maintain fair and consistent treatment of all taxpayers, and must always
ask itself whether centralization will harm a certain segment of taxpayers. For example, the
IRS should evaluate the impact of centralization on low income taxpayers, the elderly, and
those who speak English as a second language, who may be less able to navigate the IRS.
Thus, taxpayers should retain their right to request local contact or face-to-face interaction
with an IRS employee when appropriate.

Centralization can and should be invisible to taxpayers. Taxpayers have consistently
provided their views on the importance of access to the IRS whether by phone, face-to-
face, or electronic means. By a wide margin, those who contact the IRS prefer to receive
service from a person rather than from automated systems. In a recent study, 61 percent of
taxpayers identified calling the IRS as their most preferred way to obtain help in resolving
a tax dispute or error, while another 22 percent selected visiting an IRS office as their first
choice.”” A program can achieve the benefits of centralization while preserving personal
interaction by providing easily accessible and navigable telephone assistance and appropri-

ate protections for those taxpayers who require face-to-face interactions.

25
26

27

Nina Olson, National Taxpayer Advocate, Remarks Before the American Bar Association Section of Taxation (May 9, 2008).

See Marjorie E. Kornhauser, “Normative and Cognitive Aspects of Tax Compliance: Literature Review and Recommendations for the IRS Regarding Individual
Taxpayers,” National Taxpayer Advocate 2007 Annual Report to Congress Vol. I, 144,

See IRS Oversight Board, Taxpayer Customer Service and Channel Preference Survey, Special Report 16 (Nov. 2006).
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Are downstream consequences or hidden costs associated with transitioning to a
centralized program?

The IRS should do its best to measure the true cost of centralizing a program from the
outset. Do calculations of net cost savings include the costs of downstream consequences
or costs associated with moving to a centralized program? Failure to adequately measure

these costs inflates the projected savings from centralization.

Taxpayers who cannot obtain the information or services they need to comply with federal
tax laws, or who cannot resolve their issues on their first attempt, can generate significant
downstream costs such as repeat contacts, errors on returns, TAS intervention, revenue loss,
and enforcement costs such as audits, audit reconsiderations, collection activity, appeals,
and litigation. Hidden costs may include the expenses of training employees and commu-

nicating new procedures, as well as the loss of knowledge of local procedures.

Is there a fallback when centralization fails?

The IRS should always have plans in place to assist taxpayers when a centralized unit does
not fully address their needs. The IRS needs to develop a strategy for problem solving in
situations where centralization does not bring all the projected benefits, or harms taxpayers
in ways that the IRS did not anticipate. The taxpayer can always come to TAS for assis-
tance, but the IRS should have its own fallback plan.

In addition, the IRS should continuously analyze the appropriateness of centralization to
see if the assumed benefits are actually realized. The IRS should conduct pilot tests that
focus on customer feedback before implementing centralization efforts. The IRS should

continue to measure the downstream impact on taxpayers after centralization.

Finally, by centralizing a program, the IRS makes itself more vulnerable to a natural disas-
ter or other event that disrupts business activity. This concern is exacerbated if a program
is consolidated within one campus. Does the IRS have a business resumption plan that has
been tested?

Conclusion

Many large organizations may benefit from centralizing processes. When carried out cor-
rectly, centralization can significantly reduce redundancies and increase effectiveness.

However, if centralization is not properly established and implemented, taxpayers may be
harmed. When considering whether to centralize a program, the IRS should measure the
true cost of centralization, including the impact on taxpayer service and compliance. The
IRS must invest the time and effort to properly evaluate the costs and benefits of central-
ization because the alternative means increased costs and additional compliance barriers

for taxpayers.
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The IRS should consider taking the following actions to validate that it considers all
downstream consequences of centralization. The IRS should substantiate its assumptions
about cost savings and taxpayer burden based on lessons learned, feedback mechanisms,
and taxpayer trends. It is important for the IRS to base its decisions on research and con-
duct pilot programs to test the validity of its assumptions. The IRS should also establish

a standard project matrix that defines the project, provides background information, sets
forth objectives, establishes deliverables, quantifies expected benefits, and identifies neces-
sary resources. The IRS should use this standard project matrix to evaluate programs and
determine whether the anticipated benefits of centralization have been realized.

IRS Comments

The IRS agrees with the National Taxpayer Advocate’s assessment that centralization of
programs can significantly benefit taxpayers, reduce redundancies, increase efficiency and
effectiveness, and improve customer services. However, the National Taxpayer Advocate
also outlines perceived shortcomings of several IRS centralization efforts, including OIC,
Appeals, Lien Processing, TACs, CAWR, and FUTA.

With regard to the OIC program, the National Taxpayer Advocate offers the decline in
receipts and accepted offers from FY 2001 to 2007 as evidence of “a flawed centralization
initiative.” However, new OIC receipts continued to increase from FY 2001 through FY
2003, even after the centralized OIC sites were established in August 2001. The IRS be-
lieves the decline in new receipts that began in FY 2004 is not attributable to centralization,
but rather is due to changes that began with implementation of the user fee in November
2003.

The user fee was put into effect to help offset the cost of the OIC program and to reduce
the number of OICs submitted without merit. The IRS has recently taken steps to mini-
mize the impact of the user fee on taxpayers, most notably by broadening the definition
of low-income, so that more taxpayers will qualify for a waiver of the fee. These new
guidelines became effective with the publishing of the Form 656, Offer in Compromise, in
February 2007.

The February 2007 revision of Form 656 also included the new Tax Increase Prevention and
Reconciliation Act (TIPRA) OIC guidelines and explanation of the new non-refundable pay-
ment terms required by the TIPRA legislation that became effective for all OICs received af-
ter July 16, 2006. The IRS recognizes these non-refundable payment terms may cause some
taxpayers to be hesitant to submit an OIC; especially those taxpayers whose only means

to fund their offers is from gifts or payments from friends or family. Therefore, the IRS is
currently working with the Office of Chief Counsel and representatives of TAS to explore
reasonable exceptions to this non-refundable payment requirement that are consistent with
the statute.

Taxpayer Advocate Service — 2008 Annual Report to Congress — Volume One 269



Most Serious

Problems

The Impact of IRS Centralization on Tax Administration MSP #16

270

It is also important to understand that the IRS has conducted many outreach efforts over
the past few years to help educate taxpayers and their representatives about OICs. We
believe these outreach efforts have led to a better understanding of who actually qualifies
for an OIC and has contributed to a further reduction in receipts.

The IRS believes the long-term success of the OIC program is best achieved by maximizing
the number of cases in which the IRS is able to complete the analysis and make a decision
to accept or reject an offer on its merits. Contrary to the National Taxpayer Advocate’s as-
sertion that the “IRS no longer uses the program to any significant extent as a viable collec-
tion alternative,” the IRS’s goal is to accept as many OICs as there are taxpayers that qualify
for the program. To that end, the IRS has repeatedly revised its procedures to maximize
the number of OIC cases that are actually brought to closure, such as the FY 2007 changes
to processability criteria that made it easier for taxpayers to file processable offers and the

above-mentioned broadening of qualifications for the low income fee waiver.

With regard to centralized campus Appeals workstreams, the National Taxpayer Advocate
states this has lessened the opportunity for face-to-face Appeals conferences and, without
further explanation, offers a view that this may affect taxpayer service and ultimately
diminish compliance. Taxpayers who have cases being considered in Appeals campus op-
erations have a personal point of contact (the Appeals or Settlement Officer assigned to the
case). While conferences may be telephonic, these procedures do not decrease a taxpayer’s
opportunity to be heard on the merits of his or her case, nor are we aware of any adverse
impact on effective tax administration. Further, the Office of Appeals considers taxpayer
requests for case transfers to permit face-to-face conferences and grants those requests

when it is clear that a face-to-face conference will facilitate case resolution.

The National Taxpayer Advocate states that with centralization, the IRS may shift programs
away from employees with experience and familiarity in dealing with local issues affecting
taxpayers and the authorities in their local jurisdictions, to employees who lack the neces-
sary skills and abilities. Specifically with respect to lien processing, the NTA contends that
centralization virtually eliminated taxpayers’ ability to walk into an IRS office and obtain

an immediate release of a lien.

When the Lien Processing Units were consolidated, local expertise and relationships with
state and local agencies transitioned to the centralized site. In addition, although 34 offices
had lien operations prior to centralization, the lien operations personnel only occasionally
provided assistance to taxpayers in getting liens released. Taxpayer assistance was most of-
ten provided by the Collection Advisory, Collection Field, or the Taxpayer Assistance groups
that were co-located with these lien units. Those groups remained on-site, so the ability of
taxpayers to visit a local office to obtain a lien release was not affected by the centraliza-
tion of lien processing. In fact, the availability of IRS offices for obtaining a lien release
was significantly increased when the IRS extended the authority to provide immediate lien
releases to over 400 walk-in TACs.

Section One — Most Serious Problems



Most Serious

Problems

The Impact of IRS Centralization on Tax Administration MSP #16

The IRS believes the centralization of lien operations has had positive effects for taxpayers
and other customers, both internal and external. These include significant improvements
in payment processing of recording fees,** lien filing and recordation accuracy,” lien release
timeliness,* and standardized employee training requirements.>* In addition, instead of
contact points being based on diverse geographical arrangements which may have necessi-
tated taxpayers making several long-distance calls, a single toll-free number was established
for use by all taxpayers. While these benefits are significant, the IRS continues to conduct
outreach to taxpayers and practitioners to inform them of the options available related to
lien releases and other lien-related assistance.

The National Taxpayer Advocate cites centralized management of the TACs and the result-
ing adoption of national out-of-scope policies as a further example of centralization that
underuses local expertise. As a case in point, the National Taxpayer Advocate offers the ex-
ample of the North Dakota farmer who, due to the centralized management of TAC opera-
tions, can no longer walk into a local IRS office and ask questions about income averaging

and depreciation of farm equipment.

As noted in the IRS response to this same point raised in the National Taxpayer Advocate’s
2007 Annual Report for Congress, just a few years ago the IRS was criticized for the
relatively low level of tax law accuracy provided by its TACs. To successfully tackle this
concern, the IRS took aggressive, nationally-directed action to increase employee training,
to implement enhanced quality measures and employee accountability, and to control the
scope of the issues addressed. The latter is specifically intended to allow our training to
concentrate on the kinds of issues most often encountered in the TAC environment, as well
as to ensure consistency with TAC employees’ grade levels and expertise. These nation-
ally managed efforts brought about a significant and sustained improvement in tax law
accuracy that benefits all TAC customers.

In this regard, TAC employees are not currently permitted to address Schedule F farm
income issues because this is a very complex area of tax law. Farm-related tax issues
include such things as accrual accounting, leases and rents, inventory valuation, employee
expenses, pensions and profit sharing, depreciation, cooperative distributions, agricultural
program payments, crop insurance payments, and other very sophisticated and specialized
business issues. However, through the Geographic Coverage Initiative, an evaluation of
TAC locations and services, the IRS is exploring adding into scope geographic based tax
law topics, such as farming. The IRS expects to accomplish this by training selected subject

matter experts and employing a referral system, while carefully evaluating the accuracy of

28
29
30

31

Nearly 100 percent (99.7 percent) of billings paid timely as of September 2008. Beckley Finance Center, Lien Payment Report.
137,355 potential lost liens in August 2005 compared to 2,431 in November 2008. IRS, Potential Lost Lien Report.

The untimely lien release rate in 2005 was 22 percent compared to 12 percent in 2008. Government Accountability Office, GAO Financial Audit, November
2005 and November 2008.

IRM 5.19.12, Training Guides 5737-001 and 5737-002.
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these services. As a result of this initiative, two topics have already been added into scope
for FY 2009: Non-Resident Alien Issues and Cancellation of Debt (Mortgage Forgiveness).

Finally, the National Taxpayer Advocate asserts that inadequate centralized resources led to
an increase in TAS CAWR/FUTA receipts in FY 2007. However, the IRS does not believe
there is a correlation between that increase and centralization. Rather the increase in TAS
receipts was the direct result of an isolated, one-time inventory management issue that

resulted in the erroneous download of additional IRS CAWR cases at one of the sites.

To address these various perceived inadequacies, the National Taxpayer Advocate recom-
mends that the IRS substantiate assumptions about cost savings and taxpayer burden and
adopt a standard project matrix to define and evaluate whether anticipated benefits of
centralization have been realized. The establishment, assessment, and validation of plan-
ning assumptions are a routine and ongoing part of IRS business practices, including for
programs that have been centralized. With regard to the use of a standard project matrix,
while most IRS business operations and programs are unique and may not lend themselves
to a standardized assessment tool, the IRS welcomes and will consider any specific model
the National Taxpayer Advocate may have to offer.

Taxpayer Advocate Service Comments

The National Taxpayer Advocate appreciates the examples submitted by the IRS and
acknowledges the IRS’s continuing efforts to improve the centralization process. The
IRS response focuses on the examples we used to illustrate potential problems associated
with centralization, and offers explanations for some of the problems associated with the
centralized programs we identified. We find some of these explanations unconvincing,
especially with respect to the offer in compromise program.3* We have written in greater

detail about these examples in this report or in prior year reports.?

32

33

The IRS centralized its offer in compromise program in 2001. Since then, both the number of offers submitted and the number of offers accepted have
declined. Over this period, the IRS introduced many strict procedural requirements, including the imposition of a user fee in 2003, aimed at greater “ef-
ficiencies” in processing. It takes a while for the impact of process changes to alter taxpayer behavior (i.e., word about the process changes will spread
as the process results in lower acceptance rates and is perceived as a barrier to getting offers accepted). On the other hand, OIC acceptances declined
immediately in FY 2002. The decline in acceptances in FY 2002 and FY 2003 predate the imposition of the user fee. Post-2003, OIC submissions
have significantly declined as a result of the user fee. The imposition of the user fee also has had a chilling effect on the number of offers accepted, as
taxpayers are more reluctant to submit good offers. See Most Serious Problem, The IRS Needs to More Fully Consider the Impact of Collection Enforce-
ment Actions on Taxpayers Experiencing Economic Difficulties.

See, e.8., Most Serious Problem, The IRS Needs to More Fully Consider the Impact of Collection Enforcement Actions on Taxpayers Experiencing
Economic Difficulties, supra; Most Serious Problem, Inefficiencies in the Administration of the Combined Annual Wage Reconciliation (CAWR) Program
Impose Substantial Burden on Employers and Waste IRS Resources, infra; National Taxpayer Advocate 2006 Annual Report to Congress 130-40 (Most
Serious Problem, Centralized Lien Procedures); National Taxpayer Advocate 2005 Annual Report to Congress 326-44 (Most Serious Problem, Innocent
Spouse Claims).
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The National Taxpayer Advocate continues to believe the IRS needs a project matrix to criti-
cally evaluate whether anticipated benefits of centralization are realistically achievable. We
do not want this larger point to get lost in a discussion of examples. This project matrix

is meant to help the IRS focus on when it is appropriate to centralize a program. The
framework of questions we have developed should do just that — get the IRS to consider the
different aspects of centralization beyond what is just convenient and less costly for itself,

without considering the impact on taxpayer service.

The matrix we propose is not formulaic; a well-developed matrix raises questions that can
be applied to the facts and circumstances of any specific centralization proposal. The ques-
tions are sufficiently flexible to be applied to a wide range of programs. It forces the IRS
to think about downstream consequences. More importantly, the questions (and answers)
allow the IRS the opportunity to evaluate the success of the centralization effort. We have
already provided an example of such a matrix in this report. All the IRS has to do is ask
and answer these questions for each proposed centralization initiative, and then evaluate

the actual implementation against the expected results.

Recommendations

The National Taxpayer Advocate encourages the IRS to adopt the following recommenda-

tions to develop a more successful approach to centralization:

1. Establish a standard matrix that defines the project, provides background informa-
tion, sets forth objectives, establishes tangible products, quantifies expected benefits,

and identifies necessary resources.3*

2. Use this standard project matrix to evaluate programs and determine whether the
anticipated benefits of centralization have been realized.

34 TAS has already provided the IRS with a framework for this matrix in the series of questions set forth in this report.

Taxpayer Advocate Service — 2008 Annual Report to Congress — Volume One 273



Most Serious

Problems

Incorrect Examination Referrals and Prioritization Decisions

Cause Substantial Delays in Amended Return Refunds for Individuals M
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#117 Cause Substantial Delays in Amended Return Refunds for Individuals

Responsible Officials

Richard E. Byrd, Jr., Commissioner, Wage and Investment Division
Art Gonzalez, Chief Information Officer

Definition of Problem

The IRS’s handling of amended returns from individual taxpayers needlessly burdens these
taxpayers. The processing of amended returns has ranked among the top four Taxpayer
Advocate Service (TAS) case receipts every year since 1999." In fiscal year (FY) 2008,
problems caused by amended return processing procedures were the number one reason
taxpayers came to TAS.> In recognition of this continuing problem, the IRS Oversight
Board directed the Wage and Investment Division (W&I) and TAS to create a joint task
force to study the causes of this rework. W&I and the National Taxpayer Advocate have
identified six primary factors that prolong the processing of amended returns and delay
taxpayers’ refunds:

® No electronic filing option is available for individual taxpayers;
® The IRS does not meet general processing timeframes;
® Unnecessary Examination referrals add to already lengthy processing times;

® Correspondence Examination queue times prior to taxpayer contact add weeks, and
sometimes months, to the process — while leaving taxpayers “in the dark” as to the

status of their claims;

® The lack of information-sharing among IRS functions causes more unnecessary delays

for taxpayers; and

® IRS business decisions on priorities negatively affect amended returns classified as
“duplicate filings.”

L See National Taxpayer Advocate 1999 Annual Report to Congress VII-3; National Taxpayer Advocate 2000 Annual Report to Congress 135; National Taxpayer
Advocate 2001 Annual Report to Congress 230; National Taxpayer Advocate 2002 Annual Report to Congress 389; National Taxpayer Advocate 2003
Annual Report to Congress 436 (reporting processing claims/amended returns as the number two Most Serious Problem for fiscal year (FY) 2003 based
on Taxpayer Advocate Management Information System (TAMIS) receipts); National Taxpayer Advocate 2004 Annual Report to Congress 594 (reporting
processing amended returns as the number two issue identified for FY 2004 based on TAMIS receipts); National Taxpayer Advocate 2005 Annual Report
to Congress 569 (reporting processing amended returns as the number three issue identified for FY 2005 based on TAMIS receipts); National Taxpayer
Advocate 2006 Annual Report to Congress 660 (reporting processing amended returns as the number three issue identified for FY 2006 based on TAMIS
receipts); and National Taxpayer Advocate 2007 Annual Report to Congress 676 (reporting processing amended returns as the number two issue identified
for FY 2007 based on TAMIS receipts).

2 In FY 2008, TAS had 21,963 cases (an increase of 35 percent from FY 2007) in which the primary issue was IRS delays in processing amended returns.
See TAMIS.
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Even if the IRS implements incremental procedural changes aimed at improving efficiency
in processing amended returns, significant delays will continue until the IRS gives these

returns higher priority.

Analysis of Problem

Background

Millions of individual taxpayers file amended federal tax returns every year.? These taxpay-

ers have a variety of reasons for amending their previously filed returns, including:

® Complexity of the tax code;*
® Changes in circumstances;
® Late-year tax legislation;s and

® Incomplete tax preparation programs.’

The processing of original returns and amended returns differ dramatically in processing
time and the number of IRS units that the returns generally travel through before the IRS
issues the requested refunds. In general, the vast majority of original individual tax returns
filed using Forms 1040, U.S. Individual Income Tax Return, either are filed and processed
electronically or are manually processed within days or weeks of receipt in the IRS campus

Submission Processing units.’”

In contrast, individual amended returns follow a much longer processing path because the
IRS’s amended return procedures and priorities differ considerably from those for origi-
nal returns. Individuals cannot electronically file Forms 1040X, Amended U.S. Individual
Income Tax Return, and only a minority are fully processed by the Submission Processing

3 Forthe past three fiscal years, the IRS has received approximately three million individual amended returns per year. The IRS received 3,164,872 amend-
ed returns/duplicate filings for FY 2005; 3,006,333 for FY 2006; and 3,252,100 for FY 2007. Through August 9, 2008, the IRS has received 3,237,397
amended returns/duplicate filings, an increase of 7.8 percent over the same period in FY 2007. IRS Joint Operations Center, CAS Accounts Management
Paper Inventory Reports, Cumulative Receipts Comparison by Program - Enterprise, FY 2007 and 2008.

4 See National Taxpayer Advocate 2004 Annual Report to Congress 2, (listing the complexity of the tax code as the most serious problem facing taxpayers
and the IRS alike). See also Preparing Your Taxes: How Costly Is It? Hearing Before the Committee on Finance, United States Senate, 109th Cong. 42
(Apr. 4, 2006) (statement of Michael Brostek, Director, Strategic Issues Team, U.S. Government Accountability Office) (finding that the complexity of the tax
code impacts the accuracy of commercial paid tax preparers).

5 See National Taxpayer Advocate 2007 Annual Report to Congress 3 (discussing the impact of late-year tax-law changes on taxpayers).

6 Certain software packages and IRS Free File Alliance programs contain limitations on forms, causing taxpayers to overstate tax liabilities. See, e.g., Prepar-
ing Your Taxes: How Costly Is It? Hearing Before the Committee on Finance, United States Senate, 109th Cong. 10 (Apr. 4, 2006) (statement of Nina E.
Olson, National Taxpayer Advocate) (finding that each of the Free File sites had its own capabilities and limitations). See also Identity Theft: Who's Got
Your Number, Hearing Before the Committee on Finance, United States Senate, 110th Cong. (Apr. 10, 2008) (written statement of Nina E. Olson, National
Taxpayer Advocate) (asserting that due to the IRS exerting little control over the content of each Free File program, each of the programs has its own eligibil-
ity requirements, capabilities, and limitations, and the complexity is confusing).

7 During 2008, 58 percent of Forms 1040 were filed electronically and were processed electronically. Forty-two percent of individual paper tax returns were
manually processed in the Submission Processing units. Submission Processing employees are rated on their measured “production” - a combination of
quality and speed in producing completed work. See IRS Pipeline Status report and The Daily E-File Report (on file with author).
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units, which must either fully process or transfer the amended returns to the Accounts

Management (AM) function within 12 days of receipt.?

Once transferred into AM, the amended returns may remain unprocessed for months due
to competing higher priority items, such as toll-free telephone service, paper Forms 1040,
correspondence, and notices. Unlike Submission Processing staff, AM employees are not
rated on measured “production” in terms of quality and speed in processing. Instead, AM’s
primary mission is telephone service.? In the 2008 filing season, the economic stimulus
payment added yet another higher priority item to the AM inventory by increasing the
volume of telephone calls and amended returns received.'

Some amended returns may eventually move from AM to the Examination function to be
analyzed for audit potential. Examination adds more processing time while determining
whether to audit, correspond or close the amended returns, or move them back to AM
because they do not meet established examination criteria. All the while, the taxpayer not
only fails to receive his or her requested refund but also fails to receive any notification that
the IRS ever received the amended return.

Regardless of their reasons for filing an amended return, taxpayers deserve the same filing
and processing efficiencies that the IRS generally provides for original returns. To the
majority of taxpayers who do not understand the inner workings of the IRS, the differ-
ences between the processing of original and amended returns are indistinguishable.
Unfortunately, differences in processing and prioritization between original and amended
returns cause substantial delay in amended return processing and the release of the associ-

ated refunds.

Six Primary Factors Prolong Amended Return Processing and Delay Refunds.

As noted previously, based on a joint study by TAS and W&I, the National Taxpayer
Advocate has identified six primary factors in amended return processing that lead to

prolonged processing and delayed refunds. Each factor is discussed in greater depth below.

No Electronic Filing Option Is Available for Individual Taxpayers.

In today’s electronic era, people have become accustomed to instant or near instant
problem resolution and customer service. The IRS, acknowledging this trend, has steadily
advanced its electronic filing capabilities over the years. The 2008 tax filing season set

records with taxpayers electronically filing more than 86 million returns.” Interest in this

8 |RM 3.11.6.1.1(8) (Jan. 1,2008).

9 Customer Account Services/Accounts Management Kansas City Campus 1040X Amended Return Project Overview. Processing paper is a secondary mis-
sion and the IRS gives higher priority to original returns, correspondence, and notices than it does to amended returns.

10 Because of the unusually high volume of amended returns in 2008, the IRS temporarily modified the normal processing timeframe for Forms 1040X from
eight to 12 weeks to 12 to 16 weeks. See IRS, Servicewide Electronic Research Program (SERP) Alert AM IMF 080317, Processing Timeframes for Form
1040X, at http://serp.enterprise.irs.gov/databases/irm.dr/ current/alerts.dr/alert080317.htm (Aug. 6, 2008).

11 See IRS News Release, 2008 Tax Return Filing Season Sets E-File Record, IRS Says (May 28, 2008).
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year’s economic stimulus payments helped fuel a 44 percent increase in visits to the IRS
website during the filing season, to almost 206 million visits.”” Further, to take advantage
of faster refunds, approximately 62 million taxpayers (representing almost 70 percent of all
refund returns) chose a direct deposit option for their refunds in 2008."3

Notwithstanding these strides, the IRS does not allow individual taxpayers to electronically
file their amended returns — despite allowing, and even at times requiring, corporations,
tax-exempt organizations, and private foundations to do so.’* Thus, the same individual
taxpayers who have come to expect and appreciate the ease and convenience of electronic
filing for their original returns are forced to deal with the time-consuming, mistake-prone
process of filing an amended return by paper, and its inherent processing delays.’s These
taxpayers cannot reap the benefits of the electronic era, which include faster refunds,
reduced chances of error, and an electronic acknowledgment within 48 hours confirming
that the IRS has accepted their returns for processing.*’

The IRS Is Not Meeting General Processing Timeframes.

Amended returns face much longer processing times than original returns. The IRS’s own
procedures establish that amended return processing takes longer, with original returns
requiring six to eight weeks to process (three weeks if filed electronically) versus eight to
12 weeks to process Form 1040X."7 As mentioned earlier, because of the unusually high
volume of amended returns in 2008, the IRS temporarily modified the normal eight to 12

week processing timeframe for Forms 1040X to 12 to 16 weeks.**

Data indicates that even prior to the impact associated with the economic stimulus pay-

ment, the IRS took much longer than eight to 12 weeks to process some amended returns.
A study of a representative sample of TAS amended return case files found that taxpayers
waited a mean of 182 days for the IRS to process their amended returns before contacting
TAS for help.” This equals 26 weeks, or half a year — more than double the highest range

See IRS News Release, 2008 Tax Return Filing Season Sets E-File Record, IRS Says (May 28, 2008).

See id. (citing 61,820,000 taxpayers choosing a direct deposit option for their refund in 2008).

See Treas. Reg. §§ 301.6011-5 and 301.6033-5 (requiring certain corporations, tax-exempt organizations, and private foundations to electronically
file their tax returns, including amended and superseding returns). The IRS has been accepting electronically filed corporate amended returns since
the 2005 tax year. See Amended and Superseding Corporate Returns Tax Years 2005 and 2006, at http://www.irs.gov/businesses/ corporations/
article/0,,id=168161,00.html (Rev. July 26, 2007).

In response to a recommendation made by the TAS/IRS Rework Study group to increase the priority of the Form 1040X e-file initiative and thereby allow
taxpayers to file Forms 1040X electronically, the IRS stated that it needs to revisit the sequencing strategy for development of e-file returns “in the near
future” and that it would certainly put the Form 1040X “on the table” during those discussions. TAS/IRS Rework Study Report, Phase Il at 20.

IRM 3.42.1.3.1 (Jan. 1, 2008).

IRM 21.4.1.3 (Oct. 1, 2006).

SERP Alert AM IMF 080317, Processing Timeframes for Form 1040X, at http://serp.enterprise.irs.gov/ databases/irm.dr/ current/alerts.dr/alert080317.
htm (Aug. 6, 2008).

The TAS/IRS Rework Study group applied Account Management’s Correspondence Imaging System data to a sample of TAS amended return cases. This
analysis revealed that the mean number of days that cases were open prior to contacting TAS was 182 + 15 days at the 95 percent confidence level. The
median number of days was 143. See TAS/IRS Rework Study Report, Phase Il at 9.
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under the general processing guidelines for amended returns — and ten weeks more than

the highest range under the modified timeframes.

Chart 1.17.1 below details the total distribution of the sample of TAS amended return cases
analyzed using data from the AM Correspondence Imaging System (CIS).>* The chart
depicts the number of days that the amended return was open in the IRS (based on receipt
date) before the taxpayer contacted TAS. This diagram illustrates the lengthy processing

timeframes for these amended returns.

CHART 1.17.1, Distribution of TAS Amended Return Cases by Date Received by the IRS to Date
Received by TAS
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Unnecessary Examination Referrals Add to Already Lengthy Processing Times.
The study of TAS amended return cases also shows that unnecessary Examination referrals
contribute to prolonged processing times and delayed refunds.”* Despite the IRS’s estab-
lished referral criteria, approximately three out of four referrals from AM to Examination
are never selected for audit.”” These unnecessary Exam referrals contribute to processing

delays by failing to resolve and process the case at the earliest point.

Data from the AM CIS for 2007 supports the notion that amended returns are inappro-
priately entering the Examination stream. The 2007 data shows that overall, AM referred

20 TAS/IRS Rework Study Report, Phase Il at 9. One case with more than 1500 days from the date the case was received in the IRS to the date the taxpayer
contacted TAS was removed from the sample as an anomaly.

21 The term “Examination referrals” in this section indicates the process through which an IRS processing function refers an amended return to the Examina-
tion function for evaluation as to a potential audit or correspondence examination.

22 See CAT-A Reject Rate by Campus Jan-Dec 2007 spreadsheet, email from W&I dated May 28, 2008 (on file with author) (showing that only 25.6 percent
of amended return referrals made by AM in 2007 were selected for examination).
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approximately 110,000 amended return cases to Examination.” Of these, only about
28,000 (or 1.23 percent of the total AM amended return inventory) were selected for
examination, bringing the selection rate for referrals to 25.6 percent.** The remaining 74.4
percent of referrals were either accepted as filed (47.2 percent), disallowed (3.1 percent), not
considered (7.0 percent), did not meet Category A (CAT-A) criteria (8.3 percent), or received
another determination (8.8 percent).”> Tightening up the Examination referral criteria by
identifying more of the common characteristics of the amended returns that the Exam
function accepts as filed would help expedite case processing, reduce Examination inven-

tory levels, and ultimately lead to faster refunds.

Reducing erroneous referrals would further reduce overall amended return processing
time. Based on the data above, erroneous referrals accounted for 15.3 percent of all AM
referrals to Examination in 2007 (8.3 percent of referrals that did not meet CAT-A criteria
plus seven percent that Examination did not consider).*® This represents at least 16,700
taxpayers, many of whom are awaiting refunds, whose amended return processing was un-
necessarily delayed because their returns, which did not meet Exam criteria or which were
otherwise unworkable, were referred to Exam only to wind up, weeks later, back in AM
where they started.

Unnecessary Examination referrals have a downstream impact for both the IRS and taxpay-
ers. By overwhelming the Exam function with inappropriate referrals, the IRS is wasting
resources that it could otherwise spend analyzing valid referrals. These unnecessary
referrals needlessly delay refunds for taxpayers who are waiting for the IRS to process their
amended returns. Yet despite the downstream impact and lengthier processing time-
frames, AM has no accountability measures to identify or reduce erroneous and needless
CAT-A referrals.”

23

24

25

26

27

AM referred 109,593 cases to Examination in 2007. CAT-A Reject Rate by Campus Jan-Dec 2007 spreadsheet, e-mail from W&I dated May 28, 2008 (on
file with author).

AM referred 109,593 cases to Examination in 2007. CAT-A Reject Rate by Campus Jan-Dec 2007 spreadsheet, e-mail from W&I dated May 28, 2008 (on
file with author).

Id. CAT-A criteria were established based on past examinations that identified characteristics indicating a high degree of noncompliance. Amended returns
that meet CAT-A criteria must be referred to Examination.

An analysis of CIS information on all AM referrals during FY 2007 showed that the total percentage of erroneous CAT-A referrals varied widely across
campuses (from 8.3 percent in the Austin campus to 25.2 percent in the Atlanta campus), with an overall reject rate across all campuses of 15.3 percent.
The CIS data analyzed covered planning periods (PPs) 2 and 3 for FY 2007 and PP1 for FY 2008. The reject rates included cases rejected as “not CAT-A"
and those categorized as “no consider” Those referrals that did not meet CAT-A criteria, by definition, were erroneous referrals because AM should be for-
warding only those cases that meet CAT-A criteria to the Examination function. Amended returns that do not meet CAT-A criteria should be fully processed
(including the release of the refund) by the AM function without Examination involvement. Cases that were not considered by Examination (“no consider”
cases) may ultimately meet the CAT-A criteria, but they were incomplete/unworkable at the time of the referral (such as a missing form or schedule) and
should not have been referred to Examination as CAT-A at this stage.

Based on recommendations made by the TAS/IRS Rework Study group, AM has agreed to use test and control groups at the Atlanta campus to measure
the effect of accountability measures. Additionally, W&I issued SERP Alerts (internal guidance highlighting areas of concern) to ensure that the new proce-
dures for referring Cat-A cases to Examination are being followed and training is being developed. TAS/IRS Rework Study Report, Phase Il at 7.
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The downstream impact on taxpayers is reflected in the high volume of TAS cases involv-
ing amended returns.?® While the IRS audits only about one percent of all returns,® a
sample of TAS cases involving amended returns found that approximately 36 percent had
Examination involvement.>* Rejected CAT-A cases represented 22.8 percent of TAS CAT-A
cases and six percent of total TAS amended return cases analyzed.3' These statistics dem-
onstrate that inappropriate Examination involvement is affecting taxpayers and delaying

refunds.

Correspondence Examination Queue Times Prior to Taxpayer Contact Lengthen
the Process — While Leaving Taxpayers “In the Dark” As to the Status of Their
Claims.

For the 25 percent of CAT-A referrals the IRS ultimately selects for examination, the
processing timeframe increases further due to lengthy queue times (delays while the return
awaits assignment) for correspondence examinations. Based on a statistically valid sample
of the enterprise, average queue times for correspondence examination at IRS campuses
(from the date selected for examination to the sending of the initial contact letter) ranged
from three weeks to nearly two months (21 to 54 days).>* The following chart shows the

average queue times by campus.

28 In FY 2008, TAS had 21,963 cases in which the primary issue was IRS delays in processing amended returns. See TAMIS.

29 Total individual returns audited overall for fiscal year (FY) 2007 increased to 1,384,563 from 1,293,681 in 2006. IRS, Fiscal Year 2007 Enforcement and
Services Results, at http://www.irs.gov/newsroom/article/0,,id=177701,00.html (last visited Dec. 11, 2008). This represents approximately one percent
of all individual returns filed. See IRS, Statistics of Income, 2005: Individual Income Tax Returns Estimated Data Line Counts (Sept. 2007).

30 TAS Phase | Report: The PCIC 330 Amended Return Study 16 (Sept. 25, 2007).

31 TAS/IRS Rework Study Report, Phase Il at 5.

32 |d. at 2. Ata 95 percent confidence level, the average queue times are 21.1 + 1.9 and 53.5 + 3.8 days, respectively. These figures do not include statis-
tics on the Brookhaven and Memphis campuses, which were removed from the sample to eliminate biases associated with the decrease in operations at
these campuses. The average queue time for the Brookhaven campus was 56.8 + 8.2 days. The average queue time for the Memphis campus was 101.7
+ 9.9 days.
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CHART 1.17.2, Correspondence Examination Queue Times

Average Queue Times by Campus
(with 95% Confidence Level)
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Shortening queue times and notifying taxpayers sooner that their amended returns have
been selected for examination not only would ease taxpayers’ anxiety, but would reduce
unnecessary phone calls and other taxpayer contacts. Under current procedures, until
taxpayers receive either their refunds or initial examination letters, they are unaware of

the status of their amended return processing. The IRS essentially leaves taxpayers “in the
dark” for several weeks while it routes — and as discussed earlier, sometimes reroutes — their
amended returns through the processing cycle.’3

To remedy this problem, the Austin Campus developed a tool, Always Part of the Solution
(APOTS), which will automate the opening of the case in Exam on the Audit Information
Management System (AIMS) and the issuance of the initial contact letter. This tool
provides additional automation through the Examination process for all claims and has
reportedly led to excellent improvements to cycle time for these case types. The average
cycle time for Exam cases in the Austin Campus using APOTS was 116 days in FY 2007,
compared to an average of 153 days for other W&I campuses. Examination is delivering

the APOTS tool to the remaining W&I campuses.

The IRS’s Lack of Information Sharing Among Functions Is Causing Unnecessary
Delays for Taxpayers.

There is no doubt that fully processing amended returns at the earliest possible stage is
beneficial for both taxpayers and the IRS. When the IRS closes cases earlier in the process,
taxpayers receive refunds faster and inventory levels decline, thus allowing the IRS to

process the remaining returns more quickly.

33 SeeTAS/IRS Rework Study Report, Phase Il at 4.
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The Submission Processing amended return unit processes amended returns within 12
days of receipt under rigid guidelines referred to as adjustment function criteria (AFC).
These returns are either fully processed or passed on to the AM function because they
meet the AFC. Some cases are AFC because they require the use of the system command
code DDBCK, a process by which the Examination function systemically reviews claims
for child-related credits and selects those most likely to require further examination.3
However, the Submission Processing staff has no access to DDBCK, primarily due to work-
load distribution issues. Allowing the Submission Processing function access to this com-
mand code would allow employees to process more amended returns further “upstream” in
the process, provide those taxpayers with faster refunds on their child-related credits, and
reduce inventory backlogs downstream. Submission Processing and AM concurred with
a recommendation in the TAS/IRS Rework Study to shift additional case processing from
AM to Submission Processing.?s

IRS Business Decisions on Prioritization Negatively Impacts Amended Returns
Classified as “Duplicate Filings.”

A “duplicate filing” in IRS parlance occurs when the same tax form is filed multiple times
with the same name and SSN.3° A duplicate filing can occur for several reasons. For
example, taxpayers may attempt to amend a previously filed Form 1040 by filing another
Form 1040 rather than a Form 1040X, which is the designated form for an amended
return. A duplicate filing condition also occurs when taxpayers’ identities are stolen, and
the perpetrator files a return under the name and SSN of the victim.?” It is the job of the
AM function to sort out whether the taxpayer was trying to file an amended return or was
the victim of identity theft.>* Making this determination ought to be a priority for the IRS.

34 Command Code DDBCK is used for validating additional children and credits claimed on amended returns. IRM 2.4.58.1(1) (Jan. 1,2007). When a
DDBCK request is entered with the primary taxpayer identification number (usually the Social Security number (SSN)), it displays the dependents and
qualifying children from the original return or as last modified. By updating information into DDBCK, the IRS can update existing data to reflect changes
from the submitted amended return. IRM 2.4.58.1(2) (Jan. 1,2007). After the updated amended return information is transmitted, DDBCK validates any
new taxpayer identification numbers against, among other databases, the Dependent Database (DDb). IRM 2.4.58.1(3) (Jan. 1,2007). The DDb is a
rule-driven database that identifies non-compliant Earned Income Tax Credit (EITC) and dependent issues using internal and external data elements and
provides the ability to freeze refunds. If a rule condition is met as returns are processed through the DDb rule filtering process, the rule “fires” and the
return is flagged for examination. The DDBCK Validation Result Screen instructs the user how to proceed with the case based on the database checks. If
the case does not meet Examination criteria, the IRS can process the amended return as usual, but if the case needs to be classified or meets Examination
criteria, it should be sent to Examination. IRM 2.4.58.1 (Jan. 1,2007).

35 W&I's response indicated that this recommendation has been ongoing for a number of years. It is projected that over 500,000 cases will be sent to
Submission Processing during FY 2009. Additional work types are being identified and volumes exceed 450,000. Additionally, AM is working with Compli-
ance in an effort to obtain access to the DDBCK Command Code until a request for a related Integrated Data Retrieval System Command Code can be
completed through the Unified Work Request process that would require only minor programming to block certain fields on DDBCK. Submission Processing
employees could use it to update DUPOL (a command code that lists dependent SSNs claimed by a parent), Child Tax Credit, Additional Child Tax Credit,
and earned income tax credit. TAS/IRS Rework Study Report, Phase Il at 13.

36 |RM 21.6.7.4.4 (Oct. 1, 2008).

37 Identity thieves file tax returns in this manner either to fraudulently obtain a refund under the account of an innocent taxpayer or as part of accomplishing
employment fraud. The National Taxpayer Advocate has again made the IRS’s identity theft procedures a Most Serious Problem this year. See Most Serious
Problem, IRS Process Improvements to Assist Victims of Identity Theft, supra.

38 |RM 21.6.7.4.4 (Oct. 1, 2008).
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Rather than prioritizing these cases, however, the IRS actually deemphasizes processing

duplicate filings.

Prioritization of case processing depends in part on the date a tax return is deemed
received. When a duplicate filing occurs, the IRS classifies the return as a duplicate filing
and issues an internal notice (CP 36). The IRS then uses the CP 36 notice date rather than
the actual date of receipt for the duplicate filing document to set the priority of casework.®
Therefore, because the IRS changes the original received date on the duplicate filing case,
the case receives a later date and hence a lower priority than amended returns that are not

designated as duplicate filing cases.

For example, two amended returns arrive at a campus on the same day (June 1) and are
both stamped with the IRS received date of June 1, 2008. However, as the returns are pro-
cessed, the IRS handles one as a duplicate filing and generates a case assignment (control)
based on the duplicate filing condition. Commonly, the received date for the generated
(automated) control is a minimum of two to three weeks later than the actual received date.
For this example, the received date would change to June 21 for the duplicate filing return.
Adhering to the IRS’s “first in, first out” processing guideline, both cases should be worked
alongside others received on approximately June 1. However, the IRS will typically work
the duplicate filing later, with other cases received on the 21st. From the taxpayer’s view-
point, his or her amended return is not being processed timely, compared to others received
on exactly the same date. The IRS’s reported aged inventory percentages do not accurately

reflect duplicate filing received dates.*

As both amended return processing and IRS identity theft procedures are again Most
Serious Problems affecting taxpayers, the IRS needs to stop deemphasizing their process-

ing and begin to prioritize them.

Conclusion

Allowing individual taxpayers to electronically file amended returns would provide them
with a myriad of benefits, including acknowledgement of receipt, decreased errors, and
faster refunds. The IRS’s indefinite date for implementation for accepting electronically
filed amended returns needs to be reprioritized and expedited. However, until such an
option becomes a reality, the IRS needs to alleviate unnecessary Examination involve-

ment, reduce lengthy Exam queue times, require functions to share information to process

39 |RM 21.6.7.4.4(2) (Oct. 1, 2008).

40 The IRS disagreed with a recommendation by the TAS/IRS Rework Study group to test prioritization of duplicate filing cases. In its response, the IRS stated
“[t]ne difference in received date of the amended return and the CP 36 received date has been an issue for many years. The automated nature of the
DUPF controlling and notice generation would require significant programming changes to recognize the IRS received date of the Transaction Code 976
document (if that can even be accomplished). Prioritization of certain case types without regard to the IRS received date already occurs. However, the
significance of the DUPF case volume is too significant to prioritize without creating a major impact on other case types. The number of duplicate filings
worked by AM currently exceeds 675,000 per year... TAS/IRS Rework Study Report, Phase Il at 12.
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amended returns as far upstream as possible, and reconsider prioritization decisions on

amended returns classified as duplicate filings.
The IRS should consider taking the following steps to improve amended return processing:

® Reprioritize and expedite the implementation date for accepting Forms 1040X elec-
tronically and include TAS representatives in the discussions on revisiting the sequenc-

ing strategy for development of e-file returns;

® Reconsider its decision not to provide individuals with a way of transmitting their re-
turns directly with the IRS once Modernized e-file becomes available at the individual
level;

® Tighten its Examination referral criteria for amended returns by identifying more of
the common characteristics of the amended returns that the Exam function accepts as
filed;

® Add accountability measures to reduce the number of CAT-A rejects from AM (based
on the results of the study that the IRS has agreed to conduct);

® Implement the Always Part of the Solution (APOTS) tool throughout all remaining
W&I campuses to automate the opening on AIMS and the issuance of the Examination

initial contact letter for cases that are selected for Examination;

® Continue to identify additional amended return work types that the IRS can shift from
AM to Submission Processing, and

® Prioritize duplicate filing conditions by creating a special unit that will only work
duplicate filings.

IRS Comments

The IRS continues to be committed to improving the timeliness and quality of customer
service to all taxpayers. Each year, millions of taxpayers file amended returns. In FY 2008,
Accounts Management and Submission Processing processed 4.9 million amended returns
with approximately 6o percent processed by AM and the remaining 40 percent processed
by Submission Processing.#' Of this total volume, less than one half of one percent (21,963)
of all amended returns required intervention by TAS caseworkers. Equally important, a
statistically valid sample of amended returns conducted by the Program Analysis System
(PAS) revealed that 92 to 98 percent of all amended returns received in FY 2005 to FY
2007 were processed within 9o days, which is the processing time cited in the Form 1040X
Instructions. In FY 2008, the sample showed that 86 percent of amended returns were

processed within the go-day time frame.+

41 RS, FY 2008 Work Planning & Cost Control (WP&C).
42 RS, National Quality Review System Time in Inventory Report.
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While amended returns are received throughout the year, it is important to note that ap-
proximately 65 percent of the total volume received occurs within a 15 week period that be-
gins in mid-February and extends through the end of May. This peak volume of amended
return receipts runs parallel with the peak telephone call demand that occurs from mid-
February through April 15. In keeping with historic trends, telephone contacts remain the
preferred channel of contact and in FY 2008 unprecedented call volumes were experienced
as a result of the economic stimulus payment legislation. Enterprise toll-free CAS Assistor
Calls Answered was 40.4 million and was 122.7 percent of plan (32.9 million), and 19.5
percent above the prior year (33.8 million).#3 This unparalleled influx of telephone calls

to our toll-free operation regarding these special IRS payments to individuals to stimulate
the nation’s economy caused AM resources to be diverted almost exclusively to answering
these calls. In fact, for a period of time, servicing this unprecedented call demand required
the addition of Compliance staff from the Automated Collection System.

In response to these challenges, AM aggressively and strategically made every effort to
meet the competing service demands of telephone call volumes and the processing of
correspondence and amended returns. In an effort to mitigate the effect of the increased
telephone demand, IRS monitored call volumes and the AM campuses were instructed
almost instantaneously to move employee resources from telephones to paper whenever
possible to maximize the number of tax examiners available to work paper inventories.
Additionally, in order to ensure the most productive campuses worked paper inventory, the
IRS utilized the Enterprise Management of Inventory, a model that determines which loca-
tions are more productively able to handle this workload. Inventory is then shifted to the
most productive campus based on performance and resources using the Correspondence
Imaging System (CIS). CIS is able to handle electronic shipment of this work so one cam-
pus can receive cases from other campuses instantaneously and begin working the cases

immediately.

To further mitigate paper inventories, Field Assistance Taxpayer Assistance Center (TAC)
employees and AM remote telephone site employees were reassigned correspondence
inventory other than amended returns. This reassignment of work increased the number
of available resources to work paper and enabled campus employees to concentrate on
processing amended returns. SP also worked in collaboration with AM to expand the scope
and volume of amended returns that could be processed by SP staff. SP and AM continue
to work together to identify additional types of amended returns that can be worked by SP.

Other initiatives implemented this year include utilization of Inventory Control Managers
(ICMs), who were installed at each AM campus in order to ensure further prioritization
of paper inventory. The ICM is a full-time permanent position and each ICM is given

full authority to make inventory decisions, such as ensuring cases are worked on a first-in

first-out basis and reviewing old cases to determine why they have not yet been closed. In

43 IRS, Joint Operations Calls Answered Report, Fiscal Year Ending Sept. 30, 3008.
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addition, the xClaim Tool for Form 1040X was developed and deployed to all paper process-
ing campuses in September 2008 to automate many aspects of the processing of amended

tax returns. This tool allows the user to adjust accounts accurately and quickly with limited
user input. Thus far, this new tool has shown positive impact on the IRS’s ability to timely

and accurately process amended returns while improving employee satisfaction.

AM also conducted an amended return study to better understand why taxpayers file
amended returns. The primary purpose of this study was to gather information on custom-
er needs, identify the most common reasons for filing amended returns, review patterns or
trends in taxpayer or preparer behavior, and to identify opportunities to improve process-
ing of these receipts. Data was gathered from 8oo amended returns (400 from FY 2007 and
400 from FY 2008) and approximately 300 correspondence cases in the AM inventory. This
data is currently being compiled in a database for analysis and will be compared to data
from another amended return project that includes a comprehensive analysis of Master File
data generated earlier this year. This extract is being paired with notice data and toll-free
information. The information gained from these studies will lend insight into developing
strategies on inventory planning, targeted training, and inventory assignment to improve

the overall efficiency in processing amended returns.

As a result of the combination of the strategies implemented by AM in FY 2008, we have
seen a significant improvement in the processing of paper inventory including amended
returns. Barring passage of legislation generating the kind of extraordinary telephone de-
mand we experienced earlier this year, we expect further improvements in amended return

processing during 2009.

In her report, the National Taxpayer Advocate makes seven specific suggestions to improve
amended return processing. We are taking, or have taken, the following actions with
respect to these issues.

Modernized e-file (MeF) is designed to accept amended returns for business returns.
Currently, the MeF project is working on a revised plan to phase in the Form 1040 and its
associated forms and schedules. The current Phase 1 deployment is scheduled for January
2010. The MeF1040 multi-year release strategy will include acceptance of electronic
amended returns. The sequencing strategy for MeF was developed to maximize benefits
to all taxpayers, not just those filing amended returns. The IRS continues to seek ways

to speed the acceptance and processing of amended returns. However, in light of current
budgeting and management capacity issues, it will be difficult to significantly modify the

current release schedule.

The IRS, working with the National Taxpayer Advocate among others, is producing a
comprehensive study on ways to increase electronic filing. Direct filing options will be
included in the study, as will a variety of other approaches. While the study will make no
recommendations, it will look at how much each option (including direct filing) will likely
affect the e-file rate. It will also estimate the costs of providing each option as well as any
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other policy considerations. The IRS will wait until that study is complete before determin-
ing which options to increase electronic filing it will support.

The Examination function (Compliance) is committed to working with AM to improve
the overall CAT-A process. Together, we will review all CAT-A criteria to determine if any

changes can be made that would improve the referral process.

Pending implementation of long-term solutions, currently under consideration, the Director
of AM has issued a “must improve” directive to reduce the number of erroneous CAT-A
referrals. AM campuses are currently reviewing Examination referral data weekly to
determine the CAT-A reject percentage. IRM procedures have been added for lead/manager
referral reviews to verify the accuracy of CAT-A referrals. In addition, AM will be using test
and control groups at the Atlanta campus to measure the effect of establishing an account-
ability measure with the potential for implementation at the Department level.

APOTS is scheduled to be rolled out to all W&I campuses and through automation should
improve the cycle time on selected cases. Currently, this tool is operational now in three

campuses and will be added to the remaining W&I campuses in FY 2009.

As noted earlier, SP and AM continue to work together to identify additional types of
amended returns that can be worked by SP.

AM will evaluate the suggestion to create specialized units to work duplicate filings.
However, due to the complexity of the program and the volume of receipts, resources may
not be available to support implementation of this option.
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Taxpayer Advocate Service Comments

The IRS notes that only two to eight percent of amended returns filed in FY 2005 to FY
2007 were processed outside the go-day processing time noted in the Form 1040X instruc-
tions. In FY 2008, the percentage of amended returns processed outside this timeframe
spiked to 14 percent, an increase the IRS attributes to AM’s role in administering the

economic stimulus program.

The National Taxpayer Advocate recognizes the impact of the economic stimulus program
on AM resources, and commends the IRS for doing a stellar job in administering this
program on short notice. However, we note that for many years amended return process-
ing issues have consistently been one of the top problems facing taxpayers who come to
TAS for assistance.** The difficulties in processing amended returns did not arrive with the

stimulus program in 2008.

In its response, the IRS outlines a number of initiatives it has implemented and tools it has
developed to improve the processing of amended returns. We are encouraged that the IRS
has dedicated resources to this important taxpayer service issue. We are especially pleased
that the IRS has conducted a study to better understand why taxpayers file amended re-
turns and identify opportunities to improve processing of these returns. This study should
also identify opportunities to educate taxpayers about common errors on original returns,
which might reduce the number of amended returns.

Finally, we continue to believe that allowing taxpayers to file amended returns electroni-
cally will reduce errors, decrease duplicate filing problems, speed up processing times, and
lessen inappropriate examination referrals. Time wasted in handling amended returns
inefficiently and ineffectively can be better spent on other taxpayer needs; electronic filing

is central to these improvements.

44 See National Taxpayer Advocate 1999 Annual Report to Congress VII-3; National Taxpayer Advocate 2000 Annual Report to Congress 135; National
Taxpayer Advocate 2001 Annual Report to Congress 230; National Taxpayer Advocate 2002 Annual Report to Congress 389; National Taxpayer Advocate
2003 Annual Report to Congress 436 (reporting processing claims/amended returns as the number two Most Serious Problem for FY 2003 based on
Taxpayer Advocate Management Information System (TAMIS) receipts); National Taxpayer Advocate 2004 Annual Report to Congress 594 (reporting
processing amended returns as the number two issue identified for FY 2004 based on TAMIS receipts); National Taxpayer Advocate 2005 Annual Report
to Congress 569 (reporting processing amended returns as the number three issue identified for FY 2005 based on TAMIS receipts); National Taxpayer
Advocate 2006 Annual Report to Congress 660 (reporting processing amended returns as the number three issue identified for FY 2006 based on
TAMIS receipts); National Taxpayer Advocate 2007 Annual Report to Congress 676 (reporting processing amended returns as the number two issue
identified for FY 2007 based on TAMIS receipts).
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Recommendations

The IRS should consider taking the following steps to improve amended return processing:

1. Allow taxpayers to file Forms 1040X electronically directly with the IRS.

2. Revise its Examination referral criteria for amended returns by identifying more of
the common characteristics of the amended returns that the Exam function accepts

as filed.

3. Analyze its database of amended returns to identify the reasons for filing those
returns and develop an education campaign for taxpayers about avoidable errors on

original returns that result in filing an amended return.

4. Prioritize duplicate filing conditions by creating a special unit that will only work
duplicate filings.
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Responsible Officials

Richard E. Byrd Jr., Commissioner, Wage and Investment Division

Jim Falcone, Acting Deputy Commissioner, Operations Support

Definition of Problem

The IRS maintains many paper records with IRS Submission Processing Centers (SPC),
filing more than 225 million taxpayer documents each year in fiscal year (FY) 2006 and
FY 2007." The IRS is required by law to efficiently maintain and manage agency records,
including electronic and paper files, as evidence of IRS policies, decisions, and operations.?
Most importantly, IRS records contain sensitive tax return and other related taxpayer
information. Both taxpayers and IRS employees need prompt access to paper documents
to resolve tax return issues or verify taxpayer information. In recent years, the IRS failed
to follow prescribed administrative procedures and implement necessary safeguards for
maintaining and managing paper files and records. This failure contributed to a number of
complaints from taxpayers, practitioners, IRS employees, and other government agencies.?
The National Taxpayer Advocate identified several aspects of the IRS record keeping and
paper file management processes that place substantial burden on taxpayers and under-

mine effective tax administration.* These problems include:

® Delays and failures in providing paper records and files to taxpayers, practitioners, and
other stakeholders authorized to receive such information;’

® A lack of timeframes for retrieval of paper files and follow-up procedures in the
Internal Revenue Manual (IRM);

® A lack of adequate safeguards to protect confidential taxpayer information;

® A lack of effective standards to measure the quality of customer service and contractor
or IRS performance; and

L Wage and Investment (W&I) response to TAS information request (June 26, 2008).

2 SeeThe Federal Records Act (FRA) of 1950, 44 U.S.C. § 3102.

3 Government Accountability Office (GAQ), GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files
9-10 (Sept. 2007).

4 Seeid. at 12. The report shows that in 420 out of about 900 cases docketed at the U.S.Tax Court (46 percent), the Appeals function did not receive the
requested files for over 25 days.

5 The IRS annually refunded more than $3.7 million, or over 40 percent of the fees it collected for photocopies of taxpayers’ documents from FY 2005
through FY 2008. W&I response to TAS information request (Dec. 16, 2008).
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® An absence of a servicewide record keeping and paper file management strategy and
database.

Recently, the IRS resumed in-house performance of the files management function, which
was performed by a contractor for most of the past two years.® Regardless of which entity
operates the files maintenance function, the IRS must substantially improve the file man-

agement process.

Analysis of Problem

Background

The Federal Records Act (FRA) governs the IRS’s management and use of taxpayer re-
cords.” The Internal Revenue Code (IRC) requires the IRS to maintain and manage records
without jeopardizing the security and confidentiality of the sensitive taxpayer information
these records contain.® The IRM provides internal control standards to ensure the ef-
ficiency of the agency’s operations.® Taxpayers and IRS employees need prompt access to

the paper documents stored in agency records in many situations, including:

® Taxpayers who need copies of prior year documents to accurately complete current

year tax returns;
® Taxpayers who have lost all documents in a catastrophic event;

® Taxpayers who are not in compliance with their tax obligations and want to resolve

prior issues;
® Parties in tax controversies and administrative hearings; and

® RS employees who need specific documents to accurately and efficiently serve

taxpayers.

The SPCs filed more than 225 million taxpayer documents each year in FYs 2006 and
2007.' The documents are stored in seven SPC campuses throughout the country.”” Until
2000, the IRS managed paper files through local Submission Processing Directors at

6 W&lI, IRS Resumes Management of Campus Files Activity, at http://irweb.irs.gov/AboutlRS/Nwsctr/ OtherNws/10180.aspx (last visited Dec. 12, 2008).
7 United State Code Title 44, Chapter 31, § 3102 et seq.

8  See generally IRC § 6103.

9 See generally IRM 1.15.7 (Jan. 1, 2003).

10 W&l response to TAS information request (Dec. 16, 2008). In FY 2006, IRS or vendor employees filed 217,264,116 documents and refiled 10,451,589
documents. In FY 2007, they filed 222,214,957 documents and refiled 14,886,641, In FY 2008, they filed 149,077,410 documents and refiled
12,106,549.

11 Austin, TX; Andover, MA; Kansas City, MO; Ogden, UT; Atlanta, GA; Fresno, CA; and Cincinnati, OH. See Submission Processing Directory (May 9, 2008).
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each campus.” In 2006, the IRS contracted out the operation of the files storage areas.’
However, on October 1, 2008, control of the files maintenance processes reverted back to
the IRS.*

The following chart shows the number of paper documents filed and refiled from FY 2005
to FY 2008.

CHART 1.18.1, Documents Filed by Fiscal Year's
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IRS employees annually request millions of paper documents containing confidential
taxpayer information to resolve tax issues or verify tax return information.”® These
requests include the electronic requests that Return and Income Verification Service Unit
(RAIVS) employees make on behalf of taxpayers. In FY 2007 and FY 2008 respectively,
the files function received approximately 3.3 million and 2.4 million electronic requests
for copies of taxpayer documents.”? The IRS charges a fee for copies of tax returns, but
reimburses the money if it cannot fill the taxpayers’ requests within the 6o days allowed

12 W&, Submission Processing Charts for each campus from FY 2002 to FY 2008.

13 In August 2005, the government’s Most Efficient Organization proposal won the competition for IRS files. However, on May 31, 2006, after comparison
of all proposals, the IRS awarded a five-year contract to IAP World Services, Inc., including a one-year base period and four one-year option periods. |AP
World Services, Inc. subcontracted work at three of the seven centers to Catapult Technology. The IRS did not conduct a Reduction in Force, but under
Federal Acquisition Regulations governing the Right of First Refusal, employees were eligible for employment under the contract. The contractors did not
employ many of the IRS Files employees when the operation assumed contractor management. Instead, the contractor hired new employees who did not
have historical files processing operation knowledge and skills. See Christopher Lee, Bush Plan to Contract Federal Jobs Falls Short, Wash. Post, Apr. 25,
2008, at AO1. See also Award/Contract to IAP World Services, Inc., Contract No. TIRNO-06-C-00041.

14 W&l, IRS Resumes Management of Campus Files Activity, at http://irweb.irs.gov/ AboutIRS/Nwsctr/ OtherNws/10180.aspx (last visited Dec. 12, 2008).

15 W&l response to TAS information request (Dec. 16, 2008).

16 See IRS Command Code Usage Report. Actual document counts are 3,289,901 for FY 2007 and 2,355,860 for FY 2008 (through Sept. 9, 2008) (Mar-
tinsburg Computing Center and Tennessee Computing Center counts).

17 See IRS Command Code Usage Report. Actual document counts are 3,289,901 for FY 2007 and 2,355,860 for FY 2008 (through Sept. 9, 2008).
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by IRS policy.”®* The IRS refunded more than $3.7 million, or over 40 percent of the fees it
collected for photocopies of taxpayers’ documents from FY 2005 through FY 2008."

The amounts refunded serve as an indicator of the ineffectiveness of the current files
operation. Notwithstanding the high level of refunds, the IRS decided to increase the cost
of a copy of a tax document from $39.00 to $57.00 beginning on November 1, 2008.*° The
IRS prefers that taxpayers request account transcripts, which it provides free of charge, but
are only available for the current and the prior three years.”’

Chart 1.18.2 below shows the amounts collected from and refunded to taxpayers who re-
quested documents by filing IRS Form 4506, Request for Copy of Tax Return, from FY 2005
to FY 2008; however, the IRS does not track the specific reasons for these refunds.*

CHART 1.18.2, Dollars Collected and Refunded from/to Taxpayers (Requests (IRS Form 4506) for
Documents Sent to RAIVS)*
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22

23

See Form 4506, Request for Copy of Tax Return (Jan. 2008).
Wa&I response to TAS information request (Dec. 16, 2008).
W&I response to TAS information request via e-mail with W&| official representative (Aug. 8, 2008).

See IRM 21.2.3.4.1.2(2) (Oct. 1, 2007). “As stated on Form 4506-T, Request for Transcript of Tax Return, Form 1040 series tax return transcripts are only
available for the current processing year and the three prior years. Taxpayers should not be told they can order tax return transcripts for earlier years.” Id.

This information was also verified by on-site observation by TAS staff at four contractor files storage facilities: Kansas City (2007), Andover, Austin, and
Cincinnati (2008).

The IRS refunded $4,238,716, $3,767,113, $3,748,916, and $4,068,317 in photocopy fees to requesters in FY 2005, FY 2006, FY 2007, and FY 2008,
respectively. W&I response to TAS information request (Dec. 16, 2008).
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Taxpayers and IRS Employees Continue to Experience Substantial Delays in
Receiving Paper Records.

The National Taxpayer Advocate and the Treasury Inspector General for Tax
Administration (TIGTA) have addressed file management problems on a number of oc-
casions.”* However, even after the IRS contracted out the paper record keeping system,
taxpayers and IRS employees continued to experience delays in receiving records.>> The
National Taxpayer Advocate discussed this issue in her 2001 Annual Report to Congress,
yet remaining flaws in the file management process prevent taxpayers and IRS functions

from receiving requested records timely.*®

The IRS has no database to track paper files. Even the Submission Processing RAIVS
employees who request copies of taxpayer documents from the paper files operation can-
not timely obtain copies of returns.”” In some cases, the IRS cannot retrieve the requested
documents at all.*® Unfortunately, the IRS does not gather statistics on paper files that it

cannot locate.

Affected taxpayers experience substantial hardship when they cannot obtain copies of
their tax records.” For instance, when taxpayers do not receive copies, they are forced to
reconstruct documents to satisfy the institution requesting the information from them.
This process requires a significant amount of time and effort.

24 See 2002 National Taxpayer Advocate Annual Report to Congress 140; 2001 National Taxpayer Advocate Annual Report to Congress 70. See also TIGTA,
Ref. No. 2004-10-186, Better Procedures Are Needed to Locate, Retrieve, and Control Tax Records 11 (Sept. 2004).

25 See GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files (Sept. 2007).

26 |RM 3.5.61.5.9 (Jan. 1, 2008) requires expedited processing of TAS document requests within five business days. However, in many cases TAS case ad-
vocates experienced extended delays in receiving requested taxpayer documents. For example, TAS case advocates in Rhode Island collected information
on all documents they requested between June 23,2008, and July 21, 2008. Of the 30 documents employees requested, nine were received within two
weeks, another ten were received within 30 days, and 11 documents or 37 percent were not received by the end of the study. Additionally, case advocates
from Local Taxpayer Advocate (LTA) offices across the United States provided 51 examples of delayed processing of file requests from November 2006 to
June 2007 that were documented on the Taxpayer Advocate Management Information System (TAMIS). TAS secured the documents from the Files function
in only 36 cases. The average response time was 34 days. TAS did not receive documents or a response from the Files function in 15 cases, or nearly 30
percent. This sample of TAS requests selected using Command Code ESTABDV (Expedited requests for documents) and Form 2275, Records Request,
Charge and Recharge (Aug. 2006) (paper form requesting a Special Search) methods shows that although the IRM mandates timely processing of TAS
requests, such requests were not timely honored. Often, TAS employees made second and third requests, but the Files function indicated the returns were
sent per the original request. Sometimes, it took weeks and months to receive the requested documents. Several examples indicate that when the Files
function timely extracted documents it failed to mail them for several weeks. Delays prompt TAS case advocates to make multiple requests. These docu-
ment delays cause taxpayer burden, including delayed refunds, assessed penalties, and interest.

27 In 2007, the National Taxpayer Advocate received a Systemic Advocacy Management System (SAMS) submission from a RAIVS employee regarding the
inability to receive returns timely from the Files function. See SAMS, Issue P0027183 (submitted on Mar. 20, 2007) on the lack of timely action on
document requests. For example, RAIVS employees in Ogden, Utah, and Kansas City submitted a complaint through SAMS regarding a delay in securing
requested taxpayer documents. Other SAMS submissions indicated missing documents were requested from the Kansas City campus beginning in Decem-
ber 2006. In one instance, a document request required five additional requests and took over 60 days for the Files function to fulfill. See SAMS, Issues
P0026815 (submitted on Feb. 8, 2007) and 10027720 (submitted on June 26, 2007).

28 See SAMS, Issues No. P0027183, P0026815, and 10027720. See also GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can
Improve Its Management of Paper Case Files 9-10 (Sept. 2007).

29 Although the cost of a copied document increased from $23 to $39, and then to $57 beginning Nov. 1, 2008, taxpayers still do not timely receive the
requested tax return information. Despite the number of taxpayer requests decreasing due to the increased availability of account transcripts, the IRS still
has problems securing files.
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Effective tax administration also suffers when duplicate requests for documents waste
labor resources and create additional costs for the IRS.3° Moreover, in situations involving
tax litigation, the inability to timely locate and produce the necessary paper file may cause
the IRS to lose the litigation and the revenue at stake.>'

The Lack of Specific Timeframes for Retrieval of Paper Files and Follow-up
Procedures from the IRM Fosters Flaws in the Paper Files Management Process.

The IRM for the Files and Submission Processing functions does not contain any refer-
ences to specific timeframes for filling requests, and this lack of formal performance
requirements contributes to delays.3* IRS employees do not know when to submit a second
request for paper documents. Informal timeframes vary for each Files site and contribute
to the overall confusion.?® The result is a series of constant delays that prompt TAS case
advocates and IRS employees to submit multiple document requests, which undermine
efficient and effective taxpayer service. The IRS should specifically and clearly define all
IRM requirements regarding timeframes for paper files production and make these require-

ments mandatory for all involved in the process.

The Files Management Process Poses Disclosure Risks.

The law requires the IRS to protect sensitive taxpayer data from inadvertent disclosure.3
However, in some cases, requesters receive the wrong taxpayer’s documents.> Taxpayers
and IRS employees report that the IRS and the contracted files storage centers mail
documents to the wrong government addresses or the wrong taxpayers. In one case, a
taxpayer complained to TAS that he received not only the wrong type of document but also
documents belonging to several other taxpayers — and never did obtain the document he
needed.®

Under current procedures, when a taxpayer requests copies of documents, IRS employees
do not always compare his or her address of record (the current address on the IRS Master
File database) to the address on the request form as long as the Taxpayer Identification

30
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36

IRM 3.5.20.11.1 (Mar. 1, 2008) prescribes procedures for responses to requests for tax return information. When the requested file cannot be located the
IRS must refund the taxpayer’s money and inform the taxpayer by letter that it cannot locate the document(s).

See GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files 8 (Sept. 2007). The report
shows that in 420 out of about 900 cases docketed at the U.S.Tax Court (46 percent), the Appeals function did not receive the requested files for over 25
days.

Cf. the prior version of IRM 3.30.123.15.1161 (Jan. 1, 2005) with IRM 3.30.123 (Jan. 1,2008). In 2008, the IRS removed references to timeframes from
the IRM, explaining that the function formerly known as “Cycle Control” was outsourced and the submission processing function did not establish criteria
for monitoring the timeliness.

See TAS OAR-ESTAB Procedures, at http://tasnew.web.irs.gov/index.asp?pid=1487 (last visited July 23, 2008).

See generally IRC §§ 6103, 7213, 7213A, and 7431.

Most recently the Files function sent a local TAS office not only a Form 4251, Return Charge-Out, for a document the office requested, but also 50 other
Forms 4251 with Social Security numbers (SSN) and taxpayers’ Integrated Data Retrieval System (IDRS) name control data, which should have been sent
to other centers across the nation. Review of incoming mail in a TAS office indicated that of 51 pieces, only one was requested by that office (Mar. 12,
2008).

SAMS, Issue 10027720. A taxpayer sent the contractor Form 4506, Request for Copy of Tax Return, requesting a copy of the 2001 tax return. The taxpayer
received copies of the Forms W-2 (including names, addresses, and SSNs) of four different taxpayers for tax years 2002 through 2005.
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Number (TIN) and name match IRS records.?” The IRS then mails the requested docu-
ments to the address provided by the taxpayer on Form 4506.3° Because of this flawed
verification process, the documents sent to the address on Form 4506 may be inaccurate
and received by a different taxpayer.?? This process also differs considerably from proce-
dures for Customer Service Representatives (CSRs) who receive telephone requests from
taxpayers for copies of their transcripts. The CSRs are required (unless the taxpayer cor-
rectly answers additional disclosure questions) to mail the transcript to the IRS’s address of

record to safeguard taxpayer information from disclosure.*

At a time when identity theft is increasingly prevalent, the IRS must employ adequate
safeguards for taxpayer information.** While the Files function was contracted out, the

IRM required the Contracting Officer Technical Representative (COTR)* to dispatch

security personnel to inspect the contractor’s facility if the contractor compromised tax-
payer information.** Although some disclosures are inadvertent, information provided

by the IRS indicates that the COTR did not conduct the required inspections.** The Files
contractor did not track all complaints from taxpayers or IRS employees or document
complaints that would trigger an investigation by the COTR. IRS employees could access
the Submission Processing Files Operation Sharing internal website, where they could obtain
the phone number of the manager at a particular contractor site or e-mail a General Program
Management Office (GPMO) analyst to complain.*s However, if a requester complained
directly to the contractor, the company did not necessarily provide this information to the
COTR. Now that the IRS has resumed in-house files operation as of October 1, 2008, it

should adequately track customer complaints and safeguard sensitive taxpayer information.

37 |IRM 3.5.20.6.2 (Mar. 1, 2008) requires a Receipt and Control employee or a RAIVS employee to verify two of three items that must be included on the re-
quest (address, name, and SSN). However, either the current or the prior address of the taxpayer is determined to be the address of record. IRM 3.5.20.8
(Mar.1, 2008). Currently, IDRS searches taxpayer data based on the maximum of first four letters of the taxpayer's surname or business name. See IRM
3.0.273-2 (Jan. 1, 2008).

38 Teleconference with IRS RAIVS analysts (June 3, 2008).

39 d.

40 |IRM 21.1.3.9 (Dec. 13, 2007), which is applicable to CSRs, requires that for the IRS to mail documents to a taxpayer's address of record, the taxpayer
must answer authentication questions listed in IRM 21.1.3.2.3(4)(d) (Jan. 1, 2008), which include (for individual master file returns) the correct address
of record, name, SSN, filing status, and the date of birth. To mail a taxpayer's return to an address other than the address of record, the taxpayer must meet
criteria of IRM 21.1.3.2.4 (Oct. 1, 2006), which require verification of two or more of the following items from a taxpayer’s return: spouse’s date of birth,
child’s/children’s date(s) of birth, amount of income reported on last return or tax due on return, employers shown on taxpayer's Forms W-2, financial insti-
tutions from taxpayer's Forms 1099-INT or Forms 1099-DIV, number of exemptions claimed on last return or on return in question, preparer, paid/unpaid, if
any expected refund amount (within $100) unless computed by IRS.

41 |dentity theft is the number one consumer complaint in the United States, far outpacing all others. In 2007, the Federal Trade Commission received
258,427 complaints of identity theft. See Federal Trade Commission Report, Consumer Fraud and Identity Theft Compliant Data, January-December 2007
(Feb. 2008), at http://www.ftc.gov/opa/2008/02/fraud.pdf (last visited Oct. 10, 2008). See also Most Serious Problem, IRS Process Improvements to
Assist Victims of Identity Theft, supra.

42 Atechnical representative designated by the Contracting Officer (CO) to monitor performance and other contract administration duties associated with the
award of a formal contract. See IAP/IRS Contract No. TIRNO-06-C-00041, Technical Exhibit 5-004, Performance Work Statement for the IRS Files Activity.

43 |IRM 11.3.24.4.3 (Jan. 1, 2006).

44 W&I response to TAS information request (June 26, 2008). The IRS performed only Readiness Reviews at each site, which is not an adequate action ac-
cording to IRM 11.3.24.3.3 (Jan. 1, 2006).

45 W&l, Submission Processing, Files Operation Sharing website, at http://hgnotes1.hq.irs.gov/SubmissionProcessing/ SPWebPage.nsf/ 7746d2301afe8b46
8525684b004d8cc0/a9p9007¢4362624f852571b7003ad240?0penDocument (last visited July 18, 2008).
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The IRS failed to address existing disclosure related problems before awarding the files
management contract. For example, the Integrated Data Retrieval System (IDRS) has a
field for the employee requesting documents to enter an address but the address is not

a mandatory fill field. If a requester does not enter an address, the IDRS Unit and Unit
Security Representative Database (IUUD) system automatically retrieves the security ad-
dress and contact information of the requester.#® Sometimes, the retrieved address does
not match the address of the requester and the Files function sends the documents to the
wrong place.#’ In response to a Government Accountability Office (GAO) audit, the IRS
committed to update the system to make the address a required field, but has not yet done
so.** Nonetheless, TAS commends the IRS effort to address complaints by adding the
option of filing a customer complaint as an electronic “Get It” ticket on the IRS intranet.
This will allow any internal customers to register complaints immediately and receive a
response within a specified time. The IRS has targeted functionality for this system by
October 2008,* and should keep it operational after resuming direct files management.

Absence of Adequate Standards and Contractor Performance Measurements.

The former contractor’s (IAP World Services, Inc.) duties were defined by contract, which
included a performance work statement or standards.>> The IRS’s Files Government GPMO
reviewed the contractor’s performance and communicated the results to the Contracting
Officer (CO) or the COTR. The IAP contract measured the actual accomplishment of the
task against the performance standard. Each time a contract employee received a request
for a document, he or she searched for the document. There was no safeguard in place

to determine whether the pulled document actually matched the request, or whether the
document was previously sent to the requester.s’ The current IRM neither requires the
contractor or the IRS to match documents with the actual request, nor to indicate why the
documents are missing.> The IRM employs the same measures the IRS had in place prior
to the contract.s3

46

47

48

49

50
51

52

53

The IUUD system, updated only by security officers, allows IRS employees and managers who use IDRS and have intranet access to obtain contact
information about IDRS units, managers, and security personnel. For each IDRS unit, the IUUD enables users to find the Unit Security Representative’s
(USR) name and phone number, the manager's name, address and phone number, a description of the unit, and additional information. See IRS As-Build
Architecture, IUUD, at http://aba.web.irs.gov/formsandprocesses/rdmpframes.html|?/ABARoadMap/APPL134254594 .html (last visited May 28, 2008).
On-site observations by TAS staff at four contractor Files sites: Kansas City (2007), Andover, Austin, and Cincinnati (2008).

GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files, Appendix Il (Sept. 2007). The IRS
indicates that this change to IDRS has not occurred and it could not substantiate any plans for the change. W& response to TAS information request (June
26, 2008).

W&I response to TAS information request (June 26, 2008). However, the IRS has no written plan for marketing the “Get It” ticket method to all operating
divisions for tracking customer complaints, which is an important component of this initiative.

IAP/IRS Contract, Performance Work Statement for the IRS Files Activity, Section C, TIRNO-06-C-00041, at C-48.

On-site observation by TAS staff at four contractor Files sites: Kansas City (2007), Andover, Austin, and Cincinnati (2008). See also GAO, GAO-07-1160,
Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files 11 (Sept. 2007).

In January 2008, the IRS revised the respective IRM eliminating guidelines for IRS operating divisions concerning timeliness of requests. Specifically,
former IRM 3.5.61.6.8 (Jan. 1, 2007) provided for expedited service in servicing TAS document requests. With the elimination of this guideline in January
2008, neither the Contractor’s Performance Work Statement (PWS) nor the IRM provide for expedited copies of documents to TAS when needed for Opera-
tions Assistance Request (OARs). See IRM 3.5.61.5.9 (Jan. 1, 2008).

See W&I response to TAS information request (June 26, 2008); teleconference with the COTR (May 27, 2008).

Taxpayer Advocate Service — 2008 Annual Report to Congress — Volume One 297



Most Serious

Problems

Inadequate Files Management Burdens Taxpayers MSP #18

Quality Assurance Evaluators (QAEs) employed by the IRS performed quality reviews at
each campus based on valid customer complaints for general files requests.>* Based on this
data, the CO provided performance feedback to the contractor.5 The contract required
documentation and validation of customer complaints used to evaluate the performance of
the contractor.® However, in the absence of written criteria regarding what constitutes a
valid complaint, the IRS only cited those complaints that the QAEs found valid.’’ In fact,
the IRS intranet Submission Processing site suggested sending complaints directly to the
contractor site manager.’® As a result, there were only 28 valid complaints in FY 2007 and
only three valid customer complaints to date in FY 200859 The low number of validated
complaints combined with a high dollar volume of refunds indicates that customers may
not even know how to properly file a complaint when they receive the money refunded
from RAIVS.

The IRS’s practice of using customer complaints as a basis for measuring the contractor’s
performance did not accurately reflect the quality of the services in the absence of adequate
standards for determining the validity of complaints and an independent review of com-
plaints by an impartial IRS quality review staff not affiliated with the files management
function or the contractor. The absence of adequate standards for the review of customer
complaints to determine validity, and for the objective evaluation of the Files function’s
performance, leaves the IRS unable to control the quality of the operation.®

The IRS Still Lacks a Servicewide Paper File Management Strategy and Electronic
Database.

A recent study shows that nearly one-third of all taxpayers prefer filing paper returns and
will not change their filing method.®* Moreover, 46 percent of all taxpayers believe that

mailing a return is still safer and more reliable than filing electronically.®> Unfortunately,
problems with paper documents are not unique to the Files operation. Other parts of the

54 However, since the IRS does not have a centralized method of receiving customer complaints, Files GPMO representatives decide whether complaints are
valid.

55 |AP/IRS Contract No. TIRNO-06-C-00041, Technical Exhibit 5-004, Performance Work Statement for the IRS Files Activity. This document reflects the
general statements in the contract standards, “The correct returns and documents, including required attachments, are pulled from files, charged out, and
routed to the correct recipient as specified on the request. No additional documents or information is inadvertently included.” See id. According to the
contract the PWS provides performance measures of the contract and that the CO provides performance feedback to the contractor. /d.

56 |AP/IRS Contract No. TIRNO-06-C-00041, 3.5.2, Documentation of Customer Complaints, through 3.5.5, Analysis of Results.

57 The QAE works for the Files GPMO and determines whether the complaint is valid. The QAE researches the complaint to determine if the action was caused
by the IRS or outside the contractor’s control. W&I response to TAS information request (June 26, 2008).

58 Submission Processing Files Information Sharing, at http://hqnotes1.hq.irs.gov/ SubmissionProcessing/ SPWebPage.nsf/ 7746d2301afe8b468525684b0
04d8cc0/8f5fef4a3df3f95785257307003ecf72?0penDocument (last visited May 9, 2008).

59 W&l response to TAS information request (Sept. 15, 2008).

60 GAO, GAO-07-1160, Tax Administration: The Internal Revenue Service Can Improve Its Management of Paper Case Files 13-14 (Sept. 2007).

61 |RS, Russell Research, 2007 Taxpayer Segmentation Study 33 (Apr. 9, 2007). Thirty-two percent of taxpayers are used to filing paper returns and see no
reason to change their filing method.

62 |d.
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IRS store their own paper files and have experienced numerous problems with timely

retrieval of taxpayer records and documentation.®

The IRS is attempting to address its files problem, in part, through its modernization
efforts. We commend the IRS for its plan to electronically image the paper 1040 family
of returns. However, this multi-year project is still in the initial stages.** Further, the IRS
still lacks a systemic servicewide approach to the management of paper files and records.
Even after implementing electronic imaging for all future correspondence, the IRS can-
not accomplish its objective of providing effective taxpayer service without an integrated
database that can track and retrieve archived historical paper files.

Conclusion

Paper files are a reality and a necessity at the IRS even in this electronic age. Because a
certain number of taxpayers are not comfortable filing electronically and will continue to
use paper returns, the IRS will continue to receive and store paper documents.”> The goal
of effective and fair tax administration mandated by Congress requires the IRS to make
these stored records readily available to the taxpayers and IRS employees when needed,
without jeopardizing the security and confidentiality of the sensitive taxpayer information

these records contain.

The IRS has taken or is taking specific measures to address many of our concerns. We
commend IRS for the effort to create a cross-functional servicewide team (consisting of
SB/SE, W&I, and AWSS employees) to improve files practices.® We believe the IRS’s
continued effort to improve the current paper files management operation process should
produce tangible and measurable improvements that will benefit taxpayers and the IRS.
We also recognize that many of our concerns are more difficult to resolve due to the limita-
tions of IRS computer systems. However, the IRS has not previously been able to imple-

ment effective systems that would resolve many of our mutual concerns.

The IRS should consider taking the following actions to address problems in files manage-
ment: develop a servicewide record keeping and paper file management strategy and da-
tabase; take steps to convert paper returns to an electronic format; implement procedures
in the RAIVS unit where all three items (TIN, address, and name) must be verified with
IDRS and if the current address is not the same as the address of record, require a taxpayer
to submit Form 8822, Change of Address, with the Form 4506; and revise relevant IRM

provisions to employ adequate quality control and timeliness measurements for taxpayer

63

64
65
66

For example, the National Taxpayer Advocate received a complaint from an exempt organization that had requested a copy of the IRS Determination Letter
on January 30, 2008, from the Tax Exempt & Government Entities (TE/GE) division. Two TE/GE responses received on May 1 and May 15, 2008, errone-
ously contained determination letters for other exempt organizations but not for the one that requested the document. Letter to the National Taxpayer
Advocate (June 9,2008).

W&I response to TAS information request (June 26, 2008).
Russell Research, 2007 Taxpayer Segmentation Study, A Study of The Needs & Drivers of U.S. Taxpayers 34-35 (Apr. 11, 2007).
See W&I response to TAS information request (June 26, 2008).
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file requests. TAS offers its assistance in implementing these recommendations through

participation of TAS representatives in a servicewide cross-functional team.

IRS Comments

As noted by the National Taxpayer Advocate, each year millions of taxpayers continue to

file their tax returns on paper. It is the responsibility of the W&I Submission Processing
division to manage the day-to-day processes and procedures that involve paper tax return
filing and the storage and servicing of those returns.

Tax returns are processed and temporarily stored at the seven Submission Processing
Centers throughout the country. Once processed, the returns are transferred to a Federal
Records Center (FRC) facility for permanent storage, usually within one year. The amount
of time that transpires between SPC processing and FRC storage primarily depends on the
availability of space at the SPC. Because the availability of space varies at each of the SPCs,
some sites will transfer returns to a FRC facility once a year, while other SPCs will make
multiple transfers each year. Consequently, some SPCs are better able to service their docu-

ment requests in-house without the more time consuming need to access an FRC facility.

As we look at the challenges in managing paper files, it is essential to emphasize the role
the FRC facilities, operated by the National Archives and Records Administration, play in
this process. The vast majority of requests for copies of tax returns and tax return photo-
copying for both internal and external customers require a coordinated effort with a FRC
facility. There are numerous FRC facility locations and their proximity to the IRS and
service levels vary. Also, historically, many of the facilities have had a high volume of re-
files (documents previously requested and returned by IRS but waiting to be re-filed by the

FRC) which adversely impacts our ability to service subsequent document requests.

The IRS acknowledges the need to improve various aspects of the files management
process and has established a servicewide cross-functional team (hereinafter referred to as
“the team”) to address many of the issues cited here. The central purpose of the team is to
conduct a mapping of each of the processes, isolate problems, and then develop strategies
to solve those problems. Thus far, the team has developed protocols for expediting re-
quests for special projects, re-vamped the Form 2275, Manual Request Form for Requesting
Documents, and instituted expedite procedures for FOIA, Ex Parte, and IRC § 6103(d) re-
quests for the Disclosure Office. They have also established a process to address issues that
interfere or limit the ability to obtain case files for court cases, Appeals, and other requests

that require expeditious service.

Currently, the team is also working with the FRC facilities to improve the processing of
requests for returns. In this regard, it has developed a process for the FRC facilities to track
paper file requests that cannot be located or serviced timely to better understand the root
causes for these delays. The team is also reviewing the feasibility of implementing this

same process at the SPCs. In another effort, since many of the SPCs and FRC facilities are
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unable to meet the 14-day response time for internal requests for tax returns, more realistic

timeframes are being developed and should reduce the need for second and third requests.

It is equally important to note there are other, administrative errors that contribute to the
delays or failure to provide paper records to taxpayers, practitioners, and other stakehold-
ers. In this regard, when employees charge out returns and fail to either return the docu-
ments or return them timely, it affects the ability to process future document requests.
The team also found that many of the complaints about documents that were not received
were due to requestors entering incorrect or insufficient information. For example, some
requests were made using an incorrect Document Locator Number (DLN). In addition, an
SPC is unable to send the requested documents to the employee when he or she fails to
provide the correct mailing address information. To deal with these issues, an instructional
guide has recently been developed to illustrate the process for requesting documents and
will be shared with employees. In addition, employees requesting documents through
Command Code ESTAB must now enter their address in a required field prior to submit-
ting the request.

The storage and retrieval of tax and administrative documents is, and always has been, of
extreme importance to effective tax administration. Detailed processes and procedures for
records management are currently contained in the 1.15 series of the IRM and constitute
the Service’s recordkeeping and paper file management strategy. In addition, the team
will continue to explore opportunities to further improve files management procedures.
However, we believe developing a database involving upwards of 12 million returns
touched each year by both the SPCs and FRC facilities in order to track the status of docu-
ment requests would prove labor intensive and prohibitively costly. However, as an alter-
native solution, the IRS is currently working on a proposal for modernizing the processing
of paper returns that would use a scanned document in electronic format as the return of
record. This project is part of the Modernized Submission Processing (MsP), a Form 1040
imaging project that will include imaging, auto-data extraction, and image archive for the
Form 1040 family of returns. While we have high expectations for the MsP project, it

remains in the planning stages and is currently unfunded.

With regard to the recommendations related to verification of address and a new require-
ment for taxpayers to submit Form 8822, Change of Address, with the Forms 4506, we
would note that the RAIVS function currently completes a verification of the address

of record on all requests. The IRM 3.5.20.8, Processing Requests for Tax Return/Return
Information, requires verification of both the TIN and address or of the name and address
to verify identity. If the address on the Form 4506 does not match current IRS records,
RAIVS will conduct additional IDRS research to verify the taxpayer’s identity. If unsuc-
cessful, the RAIVS unit will return the Form 4506 and payment to the taxpayer with

an explanation. This requirement will be further clarified in the IRM. Because current
procedures require address verification, and because we are unaware of any data to support

the contention that copies of returns are frequently mailed to unauthorized individuals due
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to these procedures, we do not endorse the proposal to require taxpayers to submit Forms
8822 with Forms 4506.

The IRS will again establish the daily High Quality Work review process for filled requests.
The team is reviewing this process, including timeframes and whether or not to retain the

“Get It” ticket system previously used by the contractor for lodging complaints.

Taxpayer Advocate Service Comments

The National Taxpayer Advocate commends the IRS for establishing a servicewide team to
address many of the issues raised in this report, and for resuming in-house performance

of the files management function. The National Taxpayer Advocate is also pleased that the
IRS changed its verification of address procedures to reflect consistency throughout the

IRS regarding the provision of taxpayer account information. We appreciate the initiatives
to improve file retrieval processes described in the IRS comments, especially the employee
instructional guide illustrating the process for requesting documents, and the programming
change requiring the requestor’s valid address to be entered prior to submitting the request.
We hope this change will help the Files function to timely deliver requested documents to
the correct addresses.

However, the transition of the Files function back to the IRS has not resolved the majority
of the problems experienced by taxpayers, practitioners, and IRS employees with the paper
file management process. Since the IRS is required by law to efficiently maintain and
manage electronic and paper files, it is responsible for establishing adequate procedures

for timely and efficient retrieval of paper files stored at the FRC facilities.”” The National
Taxpayer Advocate is concerned with the IRS’s plans to extend the timeframes for docu-
ment requests beyond the current 14 days because “many of the Submission Processing
Centers and FRC facilities are unable to meet the 14-day response time for internal requests
for tax returns.” While extending this time period may help the IRS meet its deadlines, it
will not help the taxpayer who needs the document within two weeks. We encourage the
IRS to establish procedures for expedited handling of document requests, including all TAS
document requests.®® Rather than lengthening the timeframes, the IRS should establish ef-
fective processes and coordinate requests with FRC facilities, so it can meet the established
timeframes. The IRS should also establish adequate IRM quality control and specific timeli-
ness measurements for taxpayer files requests, especially expedited requests.

67 See FRA of 1950, 44 U.S.C. § 3102.

68  The National Taxpayer Advocate also encourages prompt IRM changes reflecting specific timeframes for expediting all TAS file requests. Clear and
specific IRM requirements regarding expedited processing of these requests will eliminate the significant delays experienced by TAS case advocates and
the need to submit multiple document requests, which undermine efficient and effective taxpayer service.
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The National Taxpayer Advocate disagrees with the IRS’s conclusion that it is prohibitively
costly to develop a servicewide record keeping system and paper file management data-
base. Many government agencies that deal with huge volumes of paper documents use bar
coding and can track documents at any point of time. Bar coding and imaging of all incom-
ing paper documents may actually save IRS resources in the future, with the costs recouped
through the fees charged to requesters.” Although we are pleased with the IRS’s efforts to
implement the Modernized Submission Processing (MsP) project, which includes imaging,
auto-data extraction, and image archive for the Form 1040 family of returns, the project will
not affect paper file processing unless it receives adequate funding. The National Taxpayer
Advocate supports funding for this important project and its expansion to all stored paper
files and records.

The National Taxpayer Advocate is extremely concerned about the increase from $39 to $57
in the document retrieval fee in the absence of adequate quality controls and timeliness
measurements for files requests. The IRS should reconsider this fee increase, which will
place an additional hardship on taxpayers in light of the current economic situation and
the increasing need for taxpayers to obtain copies of tax documents.

Recommendations

The National Taxpayer Advocate recommends that the IRS consider taking the follow-
ing actions to improve the paper file management process:

1. Proactively pursue the Modernized Submission Processing project, allowing imag-
ing, auto-data extraction, and image archive of scanned documents, and expand its
application to all stored paper files and records.

2. Reverse the increase in the paper file retrieval fee until such time as the IRS im-
proves the quality of file retrieval.

3. Revise relevant Internal Revenue Manual provisions to employ adequate quality
control and specific timeliness measurements for taxpayer file requests, including
TAS expedited requests.

4. Include TAS employees on the cross-functional servicewide team created to improve
the Files operation.

69 Bar coding paper returns and scanning all paper records would reduce storage space at the SPC and FRC facilities and allow more time to efficiently
process and track all remaining paper documents that could not be bar-coded or scanned.
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msP The IRS Miscalculates Interest and Penalties but Fails to
#19 Correct These Errors Due to Restrictive Abatement Policies

Responsible Officials

Chris Wagner, Commissioner, Small Business/Self-Employed Division
Richard E. Byrd, Jr., Commissioner, Wage and Investment Division
Art Gonzalez, Chief Information Officer

Definition of Problem

The Internal Revenue Code (IRC) imposes a failure to pay (FTP) penalty and interest
when taxpayers are unable to pay their liabilities in full by the due dates of their returns.’
Because of system limitations and human error, the IRS miscalculates the FTP penalty and
interest in certain situations that negatively affect many taxpayers each year. A TAS study
found that computer-generated miscalculations of FTP penalties could potentially impact
about two million taxpayer accounts. The IRS has a manual interest accuracy rate of 67.7
percent, which projects to 151,421 potentially incorrect accounts. While the IRS is aware
of this problem, it has resorted to temporary work-around procedures to address miscalcu-
lations on a case-by-case basis rather than determining the full scope of the problem and

instituting permanent solutions.”
The consequences of these miscalculations are numerous taxpayer burdens, including:

® Tncorrect notices;
® Incorrect account payoff balances;

B Calls and letters from the IRS;

Defaulted installment agreements; and

Threats of adverse action through lien or levy.

The National Taxpayer Advocate has also identified policies that make it unnecessarily dif-
ficult for taxpayers to receive the statutory “reasonable cause” consideration for abatement
of the FTP penalty.3 These failures by the IRS have contributed to thousands of complaints
annually by taxpayers, practitioners, and IRS employees.

1 IRC §§ 6651 and 6601.

IRS, Servicewide Electronic Research (SERP) Alert 07077, IDRS (CC INTST) and Master File Interest Discrepancy (Dec. 13, 2006, reissued May 1, 2008,

Alert 080194). The alert’s sample may not be statistically valid to project the accuracy rate to the population. However, the alert, which is based on a zero
dollar tolerance, clearly shows that interest and FTP penalty calculation errors likely occurred in almost one out of every three accounts, or an accuracy rate
of 67.7 percent, which supports the inference drawn in this report.

See Treas. Reg. § 301.6651-1(c). For example, the IRS will not abate a FTP penalty for reasonable cause if the taxpayer does not have the ability to pay

the tax in full. Internal Revenue Manual (IRM) 20.1.2.1.3(2)(b) (Apr. 25, 2008).
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Analysis of Problem
Background

Legal and Procedural Basis for Imposition of the FTP and Interest

The IRS asserts the FTP penalty when taxpayers fail to fully pay their taxes on or before
the due dates of their tax returns. Under IRC § 6651(a), the IRS imposes the penalty rate of
0.5 percent per month, up to a maximum of 25 percent in the following instances:*

® Failure to pay tax shown on a return, which is calculated from the original due date of

the return;’ and

® Failure to pay any tax required to be reported on a return that was not reported on
the return, and for which the IRS has issued a notice and demand. This penalty does
not apply if the amount shown in the notice and demand is paid within 21 calendar
days from the date of the notice and demand (or within ten business days if the total
balance due is $100,000 or more). The IRS calculates this penalty from the date that
is 21 calendar days, or ten business days, if applicable, after the notice and demand for

payment was issued.®

Example: A taxpayer who has a tax liability of $5,000 tax on April 15 and pays
$4,000 timely would be subject to the FTP penalty on the unpaid portion of
$1,000. Under IRC § 6651(a), the maximum penalty would be 25 percent of
$1,000, or $250.

The FTP penalty is reduced every month by payments made before the day on which the
penalty is imposed, and by any credits that are applied against the tax.” Taxpayers who
timely filed their returns (taking into account authorized extensions for the time to file) and
enter into installment agreements are subject to a decreased FTP penalty rate — 0.25 per-
cent — for any month the agreement is in effect.® After the IRS determines the collection of
tax is in jeopardy and issues a notice and demand for immediate payment, or ten days after
the IRS issues a notice of intent to levy, it will increase the taxpayer’s FTP penalty to one
percent per month, double the original rate of 0.5 percent.? However, the IRS will reduce
the taxpayer’s FTP penalty down to o0.25 percent per month beginning the month after the
taxpayer enters an installment agreement following a levy or jeopardy notice.*

IRC § 6651(a)(2) and (3).

IRC § 6651(a)(2).

IRC § 6651(a)(3); IRM 20.1.2.5.1(1)(a) (Apr. 25, 2008).
7 IRC § 6651(b).

8 IRC § 6651(h).

9 |RC § 6651(d) and IRM 20.1.2.6.1 (June 17, 2008).

10 |RM 20.1.2.6.1(6) (Apr. 25, 2008).

o o
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Miscalculation of the FTP Penalty by the IRS

FTP penalty calculation errors are widespread, whether the IRS computes the amount man-
ually or systemically."” A 2004 Treasury Inspector General for Tax Administration (TIGTA)
report found a 24 percent error rate on manually calculated FTP penalties.”> In 2008, TAS
conducted research to determine the current potential scope of systemically computed pen-
alty and interest miscalculations on taxpayer accounts.’? Table 1.19.1 below illustrates the
systemic IRS error rate found in a statistically representative sample of taxpayer accounts,
in which the IRS has assessed the FTP penalty.

TABLE 1.19.1, FTP Penalty Computation Errors Found In Current Taxpayer Accounts

2007 Total Population Taxpayer Accounts Miscalculation Rate Observed in Sample  Potentially Miscalculated Taxpayer Accounts

23,886,760 8.3% 1,982,601

TAS observed a systemic FTP penalty and interest error rate of 8.3 percent in the statisti-
cally representative test population of 23,886,760 current Individual Master File (IMF) and
Business Master File (BMF) taxpayer accounts.” A projection of this sample to the total
volume of automated IRS accounts shows that these errors would potentially affect about

1,982,601 taxpayer accounts.'

In the study, TAS found taxpayers who were systemically charged FTP penalties exceeding
the maximum rate of 25 percent in direct violation of IRC § 6651, and taxpayers who were
not charged the reduced FTP penalty rate due to an installment agreement (0.25 percent)."®
These errors continue to plague taxpayers despite attempts by the IRS to correct program-

ming problems.

Taxpayers face further burden when they must contact the IRS to resolve the erroneous
accounts. Inaccurate computations from the program used by the IRS to calculate the
FTP and interest accruals can lead the IRS to provide erroneous payoff amounts to tax-
payers.”” When taxpayers are on installment agreements, miscalculated computations can
cause defaulted agreements, which lead to additional user fees and the loss of the reduced

11 “Systemically” refers to the IRS’s computer-generated computations. The IRS programs its computers to calculate the FTP penalty from rates determined by
IRC § 6651 and procedures explained in the IRM. See generally IRM 20.1.2 (Apr. 25, 2008).

12 TIGTA, Ref. No. 2004-30-184, Errors in Failure to Pay Penalty Accounts Occur When the Penalty Is Computed Manually (Sept. 27,2004). This report
presented the results of the TIGTA review of manually computed FTP penalty amounts.

13 FTP penalty population obtained from IRS data in the Compliance Data Warehouse. The statistical sample size observed was 373 with an error count of
31. This sample has a 95% confidence interval + 2.8 percent.

14 Margin of error is 2.8 percent at the 95 percent level. Five of the 31 defects occurred on accounts containing a past or present timely filed return with an
installment agreement.

15 This would potentially affect 1,982,601 miscalculated taxpayer accounts when projected across 23,886,760 automated IRS calculations.

16 |RC § 6651(h).

17 INTST is the primary program used by customer service representatives, TAS, and the ACS to calculate FTP penalty and interest. The Small Business/Self-
Employed Office of Servicewide Interest supports INTST.
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FTP penalty rate of 0.25 percent. The rate then doubles (0.5 percent) or quadruples (one
percent), depending on the status of the taxpayer’s account. The taxpayer may also receive
erroneous notices. An example of this occurs when taxpayers who live or work abroad
(including military personnel) should receive an automatic 6o-day extension of time to file

and pay but are sometimes erroneously charged an FTP penalty.*®

Miscalculation of Restricted Interest

The IRS charges interest on a tax deficiency under IRC § 6601 for the time the taxpayer has
use of the government’s money. Conversely, the IRS pays interest to the taxpayer on an

overassessment or overpayment under IRC § 6611 for the time the government has the tax-
payer’s money. In many instances, the period for which the IRS charges or pays interest to
the taxpayer begins on the due date of the return. The interest accrual period is suspended,

or “restricted” if certain deductions, credits, or items of income are present."

The IRS’s Integrated Data Retrieval System (IDRS) cannot identify all conditions involved
in a restricted interest account, which means the IRS must manually compute all restricted
interest.*® IRS procedures require manual interest (restricted interest) calculations in

numerous situations, including those where the taxpayer:

® s located in a designated combat zone;
® s located in a designated disaster area; or

® Has submitted an offer in compromise that reduces the liability.*’

Significant Problems Exist Because IRS Computers Cannot Systemically Accrue
Restricted Interest on Many Taxpayers’ Accounts.

When account penalties and interest do not update automatically, IRS personnel must
perform a series of complicated manual transactions that routinely give rise to errors. The
IRM lists reasons for restricting interest on a taxpayer’s account, but due to the complex
and changing nature of interest, the list is not all-inclusive. Thus, the IRM offers only a

partial reference for employees seeking to resolve account concerns.*

20
21
22

See Treas. Reg. § 1.6081-5. U.S. citizens or residents living outside the U.S. and Puerto Rico (including military personnel) are granted an automatic two-
month extension of time for filing and paying tax on a return if they attach a statement showing they are entitled to the extension.

IRM 20.2.8.6 (Aug. 1, 2006) lists the deductions, credits, or items of income and the IRC provisions that “restrict interest” Some of the reasons for
restricting interest on a tax module are as follows: Forms 2285, Combination Adjustments; tax motivated transactions; net rate interest netting; Rev.-Rul.
99-40 (interest on deficiency after overpayment); multiple Form 870 waiver dates; error or delay in ministerial or managerial acts; ascertained date under
IRC § 6502; non master file assessments; Forms 8697, Look Back Method; estate tax returns; combat zones; offers in compromise; large corporate under-
payments; disaster areas; tax modules reinstated from retention; and reversals of gas tax credits.

IRM 20.2.8.1(2) (July 31,2001).

IRM 20.2.8.6 (Aug. 1, 2006).

IRM 20.2.8.6 (Aug. 1, 2006).
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The IRM requires qualified IRS personnel to review all manual interest computations of
more than $50,000 in order to verify the accuracy. Given that the restricted interest IRM
is complex and the systemic tools for computing interest presents additional challenges,
the IRS should reevaluate its current practices so that all taxpayers receive accurate interest
charges. That is, all taxpayers with manually calculated interest should receive the same
accuracy reviews as taxpayers who owe greater than $50,000 in interest.

TAS researched IRS’s databases and found that, as of July 2008, there were 468,795 restrict-
ed interest accounts.** An IRS Office of Servicewide Interest review of previously posted
manual interest computations found the accuracy of these calculations to be only 67.7
percent.”s This figure indicates that 32.3 percent of manual interest computations — almost

one in three — are incorrect.

By the very nature of the scenarios surrounding restricted interest tax modules and the
circumstances that cause these accounts to be restricted, taxpayers should not be subjected
to additional burden when the IRS miscalculates manual interest. Based on the current
number of restricted interest accounts, a 67.7 percent accuracy rate would project to

151,421 current potentially incorrect manual interest accounts.

Significant Taxpayer Burden Situations Occur When the IRS Miscalculates Penalties
and Interest.

The IRS is aware of but has failed to correct many systemic problems that cause penalty
and interest miscalculations.*® These incorrect calculations lead numerous taxpayers to
believe they have fully paid what the IRS says they owe, only to receive subsequent bills for
accruals of interest, penalties, or both. If a taxpayer was planning to refinance his or her
home or borrow from a bank or retirement savings under the mistaken belief that the IRS
provided a correct final payoff amount, the taxpayer may be unable to raise the additional
funds needed to resolve the remaining debt. This could lead to lien or levy action after

the IRS’s own calculations led the taxpayer to believe the tax was fully paid. The IRS could
minimize this problem by systemically posting FTP and interest accruals on balance due
accounts at least every three months.

The complexity of penalty and interest calculations makes it difficult for the ordinary tax-
payer to identify errors in IRS notices and payoff statements. Taxpayers sometimes over-
pay penalty and interest without ever knowing the IRS made a mistake. Inaccurate penalty
and interest calculations also cost the IRS because it must devote resources to refund excess

payments or attempt to collect erroneous refunds.

23 |RM 20.2.8.1(3) (Aug. 1, 2006).

24 Compliance Data Warehouse IMF database. Data compiled from the Individual Master File; transaction code 340 dates between Oct. 1, 2007, and July
31,2008.

25 See IRS, Office of Servicewide Interest, reviews of previously posted manual interest computations for October 2007 through March 2008; see also Linda
Stiff, Deputy Commissioner for Services and Enforcement, Memorandum to Division Commissioners (July 10, 2008).

26 |RM 5.12.6.1.2 (Mar. 15, 2005).
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Another example of problematic rework occurs each year during the period known as the
“Dead Cycles,” the time from mid-December through the first week of January, when the
IRS updates its IDRS computer system.” During this time, the IRS Masterfile does not
allow accruals to taxpayers’ accounts on IDRS. As a result, systemic releases and account
accruals do not occur until the “Dead Cycles” updates are complete. Work performed on
taxpayers’ accounts during this time may require manual computations that are vulnerable

to human error.

Inadequate IRS Training and Software Programming Contribute Significantly to
Taxpayer Burden.

Many IRS business units utilize unique tax and interest computation software, containing
programming variations for the calculation of the FTP penalty and interest. These differ-
ences are exacerbated when IRS employees possess varying degrees of skill and training in
these areas.

Until the IRS completes a comprehensive review to verify computer programs that impact
penalty and interest assessments are designed and functioning in accordance with law and
policy, it will continue to use programs that may not work as intended. The IRS’s contin-
ued reliance upon inadequate programming could cause inequitable treatment of taxpayers

and over-collection or lost revenue.

FTP Penalty Calculation Errors Can Be Compounded by the IRS’s Restrictive
Reasonable Cause Penalty Abatement Policy.

A taxpayer can reduce or eliminate the FTP penalty by showing the failure to pay is due to
reasonable cause and not willful neglect.”® Under Treasury Regulation § 301.6651-1(c) (1),
an FTP penalty abatement will be considered due to reasonable cause if the taxpayer shows
he exercised “ordinary business care and prudence in providing for payment of his tax
liability” and, nonetheless, was either unable to pay the tax, or would suffer an undue hard-
ship if he paid on the due date.” However, the IRS has taken the position that a taxpayer
must pay the tax due before it will abate the FTP penalty for reasonable cause.

The IRM provides that, “Generally, the taxpayer must pay the tax due before the Service
will abate a FTP penalty for reasonable cause. The penalty and interest continue to accrue
until the tax is paid.”*> While IRC subsections 6651(a)(2) and (3) and the accompanying

N

7
28
29
30

IRM 5.12.6.1.2 (Mar. 15, 2005).

IRC § 6651(a)(2) and (3).

“Undue hardship” is defined in Treas. Reg. § 1.6161-1(b).

IRM 20.1.2.1.3(2)(b) (Apr. 25, 2008). The term “generally” in this IRM section suggests that there might be some situations in which the IRS would agree
to consider reasonable cause for the FTP penalty without requiring that the taxpayer first pay the underlying liability. However, the IRS has made clear that
in practice it does not make any exception to its “pay first” policy. TAS receives complaints from taxpayers who desire to assert reasonable cause to abate
the FTP pay penalty but were denied that opportunity by the IRS because the tax had not yet been paid. In these cases, the crisis that gave rise to the
taxpayer’s failure to pay the tax, such as a severe health condition that kept the taxpayer from earning wages, is the same crisis which the taxpayer desires
to serve as the basis for the reasonable cause abatement. In April 2007, TAS proposed that the IRS change IRM 20.1.2.1.3(2) to allow reasonable cause
to be raised in certain limited situations when the taxpayer’s inability to pay the tax was at issue; however, the IRS refused to do so.
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Treasury Regulation § 301.6651-1(c)(1) do not list full payment of the underlying liability as
a prerequisite for reasonable cause abatement of the FTP penalty, the IRS enforces such a
requirement.3' Given this policy, the IRS would not consider the reasonable cause claim of
a taxpayer who has a severe health condition preventing him or her from earning income
and paying the tax unless the tax is paid in full — which the taxpayer could not do.>* The
IRM provides, “There is no statutory requirement that the tax has to be paid in full before a
FTP abatement request can be considered or can in fact be made,” but asserts that “there is
no statutory requirement that the Service has to consider a FTP penalty abatement before
the tax is fully paid.”s3 The IRM states the IRS has decided on the full-pay policy “per ad-
ministrative discretion in the interests of the taxpayer and the Service.”?* The IRM further
asserts that: “These type scenarios do not provide quality taxpayer relations and only serve
to multiply confusion.”*> However, the IRM does not explain how refusing to hear the tax-
payer’s explanation of reasonable cause, for not being able to pay the tax until the taxpayer
pays the tax, encourages voluntary compliance. As this report was being developed, the
IRS agreed to change its “pay first” policy. The National Taxpayer Advocate applauds the
IRS for this change and looks forward to reviewing the revised policy.

The IRS may feel the abatement policy is in the best interest of tax administration in some
cases; however, it is clear that taxpayers with no ability to pay the underlying tax in the
foreseeable future are harmed when they are not granted the right to have their reasonable

cause abatement claims heard.

Conclusion

It is important that the IRS protects the integrity of taxpayer accounts by accurately calcu-
lating the FTP penalty and interest. Too often, its systems fail to accurately calculate these
additions to tax. While the IRS’s intent to administer the tax law fairly is not in question,
the IRS must reduce miscalculations of penalties and interest, and further eliminate frus-
trating penalty abatement requirements. By reducing these barriers, the IRS will enhance

voluntary compliance and taxpayer confidence in the IRS.

The IRS should consider taking the following actions to improve the process of calculating
the FTP penalty and interest: include TAS as a partner on any existing teams or working
groups concerning any instances in which programs are not functioning in accordance
with the intent of the IRM; allocate adequate resources towards planning and program-
ming for its Customer Account Data Engine, IDRS, Financial Management Information
System, IMF, and BMF to resolve common penalty and interest computation issues allow-
ing for systemic updates every three months; revise pertinent IRM sections so all taxpayers

31 |IRM 20.1.2.1.3(2)(b) (Apr. 25, 2008).

32 An example taken from a closed TAS case. Taxpayer Advocate Management Information System (TAMIS) Primary Core Issue Code (PCIC) 520.
33 |IRM 20.1.2.1.3(2)(b) (Apr. 25, 2008).

34 d.

35 d.
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are entitled to accuracy reviews of interest and penalty calculations; re-evaluate the overly
complex restricted interest procedure in the IRM to make certain all taxpayers receive ac-
curate interest charges; and allow taxpayers who have demonstrated the inability to pay the
underlying tax the ability to be heard on their claims for reasonable cause abatement of the
FTP penalty before the tax is paid.

IRS Comments

The IRS recognizes the need for continual scrutiny of our penalty and interest computa-
tions to ensure taxpayers are being treated fairly and assessments are accurate. The
Servicewide Penalty and Servicewide Interest policy groups, embedded in the Small
Business/Self-Employed Division were formed to uniformly address penalty and interest

issues on an agency-wide basis.

The IRS has done much to correct systemic errors that cause penalty and interest miscalcu-
lations. All identified systemic conditions resulting in inaccurate calculations are reported
to the Servicewide Penalty and Interest groups who meet with Master File and Integrated
Data Retrieval System (IDRS) personnel to resolve and correct each reported condition. A
cross-functional working group led by Servicewide Penalty and Interest, which includes
members from functional areas, Modernization & Information Technology Services, and
the Chief Financial Officer, was formed and meets weekly to address identified systemic
problems within the penalty and interest programs. Members of this working group
conducted a review of Master File programming, including a general random sample of
open modules, as well as a sample of modules impacted by the recent implementation of
programming changes. The review methodology was designed to confirm that recently
implemented programming changes were performing as required under the law and to
identify any programming that was not in compliance. The IRS will continue to perform

periodic reviews and implement corrective programming to address identified issues.

Solutions to identified systemic differences between Master File and IDRS penalty and
interest computations that cannot be fixed under the current processing system are being
addressed by modernization efforts, through the use of the Common Services Penalty and
Interest Computation Module. Use of a common module for systemic calculations will
eliminate computational differences that can arise when more than one program is used to

determine overpayment and underpayment interest and penalty amounts.

The IRS agrees that more work can be done to improve the accuracy of manual inter-

est calculations; however, since we have not yet implemented a statistically valid review
process, our actual accuracy rate is not known because our sample cannot be projected to
the entire population. We are working with Research and Statistics to develop a statisti-
cally valid random sampling methodology that is planned for implementation in fiscal year
(FY) 2009. We are also working with a vendor to improve a software product used by our
employees which assists them with manual interest computations. Several significant en-
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hancements of this software are scheduled for implementation this fiscal year. In addition,
manual interest training has been updated and will be provided to interest computation
functions servicewide. The priority to fully train interest computation personnel, and the
availability of on-site assistance from the Servicewide Interest group, was communicated to

all functions by the Commissioner in a memorandum dated July 10, 2008.

The IRS has a mandatory review in place of all manual interest computations greater than
$50,000.3° The $50,000 criterion was set to provide review of large dollar adjustments and
to address sizable interest accuracy issues. In addition to this review requirement, all inter-
est calculations, regardless of dollar amount, are subject to a random post review by interest
reviewers located in the Servicewide Interest group. Feedback on errors and corrective

actions are implemented as a result of these reviews.

There are restricted interest conditions which Master File and IDRS programming can
systemically handle. For instance, generally, Master File and IDRS can systemically handle
restricted conditions of modules with combat zone, disaster relief, and carryback adjust-
ments stemming from net operating losses. To ensure accuracy, the IRM provides specific
instructions for those special situations that require the manual computation and restric-

tion of interest.3”

To alleviate any issues that may occur during IDRS “Dead Cycles”, we have included in
the IRM instructions on how to handle the processing of adjustments in anticipation of
the Dead Cycle timeframe.?® “Dead Cycles” are necessary to provide Master File and IDRS
systems the needed time to update computer programming. Processing of interest on
underpayments input prior to the Dead Cycles does not in itself require or mandate the
manual computation and restriction of interest. However, for overpayments that will
complete processing during dead cycles, instructions provide for the issuance of manual
refunds to limit the unnecessary accrual of credit interest that would occur by not being

able to process refunds during this time period.

In her report, the National Taxpayer Advocate makes five specific suggestions to improve
the process of calculating the FTP penalty and interest. The IRS is taking or has taken the

following actions with respect to these issues:

We work in conjunction with the TAS Office of Systemic Advocacy to uncover systemic
computational errors in our systems or gaps in our procedures. The IRS agrees that, where
appropriate, we should include TAS as a partner on teams. We will provide periodic up-
dates to TAS to ensure they are kept abreast of current activities where their active involve-

ment on teams is not warranted.

36 |RM 20.2.8.1 (July 31,2001).
37 |RM 20.2.8 (Aug. 1, 2006).
38 |RM 21.2.4.3.15 (Jan. 11, 2008).
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The IRS agrees to continue devoting resources toward planning and programming for its
systems to resolve penalty and interest computation issues. Given the magnitude of this
task, we must determine the correct balance of resource usage between updating this infra-
structure and conducting day-to-day business. However, we do not have plans to allow for
systemic updates every three months. A notice needs to be sent to the taxpayer for penalty
and interest accruals to be posted to the taxpayer’s account. Currently, the print sites are
sending notices annually and can not handle the additional volume that would result from
these additional accruals. We do not have the personnel or equipment resources to issue

these additional notices.

The IRS threshold for mandatory review of manual interest computations was set at
amounts greater than $50,000.2 The $50,000 criterion was set to provide review of large
dollar adjustments and to address sizable interest accuracy issues. Those not meeting this
threshold are subject to our sample review process. Reviewing all manual interest compu-

tations is not the best use of our limited resources.

Complex restricted interest procedures are due in great part to the complexity of the IRC
and the limitations of our systemic interest capabilities. The IRS will review IRM proce-
dures and simplify restricted interest procedures where appropriate.*

The IRS will change its policy of generally requiring the tax be paid before considering
reasonable cause abatements. To establish reasonable cause, a taxpayer must make a satis-
factory showing that he or she exercised ordinary business care and prudence in providing
for payment of his or her tax liability and was nevertheless either unable to pay the tax or
would suffer an undue hardship if they paid on the due date.#' If the taxpayer meets this
reasonable cause criteria for not paying the tax when it was due (including any extension
of time to pay), the FTP penalty will be abated. IRM 20.1.2 is being updated to reflect this
position.

Taxpayer Advocate Service Comments

The National Taxpayer Advocate is pleased that the IRS agrees with the need for continual
scrutiny of penalty and interest computations to guarantee taxpayers are treated fairly and
assessments are accurate. The IRS response demonstrates that it is trying to be vigilant in

its efforts to maintain taxpayers’ confidence in the IRS and enhance voluntary compliance.

The National Taxpayer Advocate acknowledges the IRS’s proactive efforts to correct sys-

temic errors that cause penalty and interest miscalculations through periodic reviews and

39 |IRM 20.2.8.1 (July 31, 2001).
40 |RM 20.2.8 (Aug. 1, 2006).
41 Treas. Reg. § 301.6651-1(c)(1).
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corrective programming. The National Taxpayer Advocate applauds the IRS’s moderniza-
tion efforts and looks forward to seeing the impact of the Common Services Penalty and
Interest Computation Module on inaccurate penalty and interest computations.

When the IRS makes assessments and provides notices to taxpayers annually rather than
at least quarterly, FTP penalty and interest accruals may not post properly to taxpayers’
accounts.* Upon request for a payoff amount, an IRS employee must force a posting of
the penalty and interest accrual which updates the account.#* If an IRS employee does not
monitor the account and the accruals do not post before payment, the IRS may erroneously
refund the difference between the balance when the payment is posted and the balance
when the proper accruals finally post; which, in turn, could create unnecessary work for the
IRS and a tremendous burden for the taxpayer.

For example, the IRS’s erroneous refund procedures require sending the taxpayer a notice
requesting repayment of the erroneous refund. The taxpayer, who assumed the refund was
correct, is then subject to interest charges. This creates unnecessary confusion. Taxpayers
would rather pay the correct balance due (as advised by the IRS) rather than receive an
erroneous refund notice in the future. While the IRS is reluctant to find the resources

to systemically notify taxpayers of accruals every three months, the National Taxpayer
Advocate believes these resources are a small cost to protect taxpayers’ rights and prevent

taxpayer confusion and unnecessary burden.

The National Taxpayer Advocate is pleased that the IRS agrees with the need to improve
accuracy of manual interest calculations. We commend the IRS for working with Research
and Statistics to develop a statistically valid random sampling methodology to review these

calculations.

The IRS states it has a mandatory review in place for all manual interest computations
greater than $50,000.# However, the IRS recently informed its Division Commissioners
that the manual interest computation accuracy rate for the first half of FY 2008 was 67.7
percent.¥s The National Taxpayer Advocate is troubled by this statistic and believes all
taxpayers are entitled to the same level of quality reviews for accuracy, regardless of dollar
amount. Moreover, it seems the IRS assumes that $50,000 is the threshold amount to have

42

43
44
45

Treasury Inspector General for Tax Administration (TIGTA), Ref. No. 2005-30-052, Procedures Regarding the Failure to Pay Tax Penalty Result in Incon-
sistent Treatment of Taxpayers and Hundreds of Millions of Dollars in Lost Revenue (Mar. 18, 2005). IRC § 6303(a) provides that the IRS shall as soon
as practicable after making an assessment give notice to each person liable for the unpaid tax. IRC § 6601(e)(2)(A) requires the IRS to assess and
issue notice and demand for the FTP penalty before interest is accrued on the penalty. The IRS generally makes this assessment annually. However, for
restricted interest and manually calculated penalties, the IRS may assess the penalty and interest more than annually thereby causing disparity between
taxpayers whose interest and penalty charges are assessed annually and taxpayers whose interest and penalty charges are assessed manually. The
report presented that the IRS would generate more revenue if it assessed penalty and interest and issued notices and demand for payment quarterly
rather than annually.

Servicewide Electronic Research and Policy (SERP) Alert 07077 (issued Dec 13, 2006).
IRM 20.2.8.1 (July 31, 2001).

See IRS, Office of Servicewide Interest, reviews of previously posted manual interest computations for October 2007 through March 2008; see also
Linda Stiff, Deputy Commissioner for Services and Enforcement, Memorandum to Division Commissioners (July 10, 2008).
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a great impact on a taxpayer’s financial well-being. However, for a low income taxpayer,
$100 or $1,000 can have the same relative economic impact as $50,000 has for a more afflu-
ent taxpayer. If the IRS is trying to consider the taxpayer’s perspective, it should impose a
mandatory review of all manual interest computations.*

The National Taxpayer Advocate does not dispute the necessity of “Dead Cycles.” However,
“Dead Cycles” lead to human error when computing interest and FTP penalties. Because
these errors persist, it would be prudent for the IRS to offer clear guidance to customer
service employees handling account payoff balances during the “Dead Cycles.”

The National Taxpayer Advocate is pleased the IRS will include TAS as a partner on teams,
and anticipates updates of current activities where TAS’s active involvement on teams is

not warranted.

The National Taxpayer Advocate applauds the IRS for agreeing to change its “pay first”
policy, as it now allows a reasonable cause abatement to occur before the tax is paid. If the
taxpayer meets reasonable cause criteria for not paying the tax when it was due (including
any extension of time to pay), the FTP penalty will be abated. The IRS states it is updating
IRM 20.1.2 to reflect this position. TAS looks forward to reviewing the revised policy. By
reducing many of these barriers, the IRS will enhance voluntary compliance and taxpayer
confidence.

Recommendations

The National Taxpayer Advocate recommends that the IRS take the following actions to

improve penalty and interest administration:

1. Allocate adequate resources toward planning and programming for the Common
Services Penalty and Interest Computation Module, Customer Account Data Engine,
IDRS, Financial Management Information System, IMF, and BMF.

2. Resolve common penalty and interest computation and notice issues by allowing for
assessments and systemic updates every three months in order to provide current

account balance information to taxpayers.

3. Revise pertinent IRM sections to simplify restricted interest procedures and provide

for accuracy reviews of interest and penalty calculations to all taxpayers.

46 This review would provide the additional benefit of helping the IRS to identify all of the problem areas relating to restricted interest.

47 In its response, the IRS claims that it has “included in the IRM instructions on how to handle adjustments in anticipation of the Dead Cycle . .., but the
IRM cited in the footnote only discusses how to process a manual refund to avoid interest charges to the IRS. The IRM cited does not discuss how to
abate a penalty or adjust an account so that a taxpayer may avoid erroneous interest or penalties during the Dead Cycle.
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MSP Inefficiencies in the Administration of the Combined Annual Wage
#20 Reporting (CAWR) Program Impose Substantial Burden on
Employers and Waste IRS Resources

Responsible Official

Chris Wagner, Commissioner, Small Business/Self-Employed Division

Definition of Problem

The Combined Annual Wage Reporting (CAWR) program ensures that employers accu-
rately report annual wage data to the IRS and the Social Security Administration (SSA). If
the IRS discovers a discrepancy in the wage and tax data reported by an employer, it issues
a notice to the employer and requests that the employer provide the information necessary
to resolve that discrepancy.’ Employers often experience significant problems when they
attempt to reconcile wage and tax discrepancies, including:

® Delays in case resolution;

® Unclear notices and letters that do not help employers reply timely or comply with

reporting requirements; and

® Improper assessment of penalties.

These problems lead to downstream consequences that produce rework for the IRS and
impose a burden on employers. An increasing number of employers seek assistance from
TAS to resolve their CAWR issues. TAS cases increased by 264 percent between fiscal
year (FY) 2005 and FY 2008.> In FY 2008, CAWR ranked as the number one issue in cases
closed within TAS for large and midsize businesses, tax exempt organizations, and govern-

ment entities.?

L Internal Revenue Manual (IRM) 4.19.4.3.1 (Feb. 1, 2008).

2 TAS receipts for CAWR increased from 1,663 cases in FY 2005 to 2,867 cases in FY 2006 to 4,563 cases in FY 2007 to 6,059 cases in FY 2008. This is
an increase of 264 percent from FY 2005 to FY 2008. See TAS Technical Analysis and Guidance response to research request (Nov. 10, 2008).

3 In FY 2008, CAWR ranked as the number one issue for cases closed for large and midsize businesses, tax exempt organizations, and government entities
seeking assistance from TAS. CAWR is the fourth most common issue driving small business employers to TAS. The relief rates in CAWR cases are 82.5
percent for the Large and Mid-Size Business division (LMSB), 88.7 percent for the Tax Exempt and Government Entities division (TE/GE), and 86.5 percent
for the Small Business/Self-Employed division (SB/SE). See TAS Technical Analysis and Guidance response to research request (Nov. 10, 2008); TAS,
Business Performance Review 4th Quarter FY 2008.

316 Section One — Most Serious Problems



Most Serious

Problems

Inefficiencies in the Administration of the Combined Annual Wage Reporting (CAWR)

Program Impose Substantial Burden on Employers and Waste IRS Resources S

Analysis of Problem

Background

The IRS and the SSA jointly administer the CAWR program, which compares Forms W-2,
Wage and Tax Statement, and W-3, Transmittal of Wage and Tax Statements,* to the Forms
94x series’ of employment tax returns. Generally, the purpose of the CAWR program is to
ensure employers pay and report the correct amount of Social Security and Medicare taxes,
federal income tax withheld, and Advanced Earned Income Tax Credit, and file Forms W-2
with SSA.* An employer’s failure to file Forms W-2 accurately and timely can adversely
affect employees’ individual SSA benefits.

When the IRS discovers a discrepancy between information reported on an employer’s
employment tax return and the information submitted to the SSA, it researches the issue
before contacting the employer. If it cannot resolve the discrepancy internally, the IRS is-
sues a notice advising the employer of the discrepancy and of the potential tax assessment

or penalty for intentionally disregarding filing requirements for information returns.’”

Delays in Case Resolution Due to Lack of Proper Inventory Management Controls

In 2006, the IRS began to consolidate the CAWR program in three campuses — Cincinnati,
Memphis, and Philadelphia. Presumably, one goal of consolidation was to improve ef-
ficiency by developing and concentrating CAWR expertise. However, as shown in Table
1.20.1, the IRS has experienced a significant backlog of CAWR cases at these campuses in

recent years.

TABLE 1.20.1, Percent of Overage CAWR Cases by Campus, FY 2006 - 2008°

Cincinnati 71.9% 65.5% 23.9%
Memphis 6.2% 71.7% 34.5%
Philadelphia 19.7% 13.4% 51.3%

TAS case advocates, employers, and practitioners report delays of six to 11 months in

resolving cases.® These delays leave employers in limbo about the status of their cases and

4 Forms W-2 and W-3 are the most common forms employers use to report wages paid to employees. Employers file these statements with the SSA. Other
statements, including Form 1099-R, Distributions from Pensions, Annuities, Retirement or Profit-Sharing Plans, IRA, Insurance Contracts, and Form W-2G,
Certain Gambling Winnings, are filed with the IRS.

5 The Forms 94x series includes Forms 941(Employers Quarterly Federal Tax Return), 943 (Employer's Annual Tax Return for Agricultural Employees), 944
(Employer’s Annual Federal Tax Return), and 945 (Annual Return of Withheld Federal Income Tax). Taxpayers file Schedules H (Household Employment
Taxes) with Forms 1040 (U.S. Individual Income Tax Return) or 1041 (U.S. Income Tax Return for Estates and Trusts).

6 |IRM 4.19.4.1 (Feb. 1,2008).
7 IRM 4.19.4.3.1 (Feb. 1, 2008).
8  SB/SE response to TAS research request (Oct. 23, 2008).

9 The TAS Office of Systemic Advocacy received several advocacy issues concerning lengthy delays in case resolution. See Systemic Advocacy Management
System (SAMS).
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may expose them to inappropriate collection action.” The IRS should develop internal
management controls and adequately staff the program to prevent such backlogs of CAWR

cases.

We are encouraged that the IRS recognizes the problem in the current procedures for work-
ing CAWR cases. TAS and the Small Business/Self-Employed division (SB/SE) established a
team to study the effect of the CAWR program on TAS case receipts. The team will review

CAWR processes, identify systemic problems, and discuss potential solutions.

IRS CAWR Notices Are Unclear and Do Not Necessarily Help Employers Comply

Screening is one of the most important aspects of CAWR case processing. The IRS
conducts extensive research up front, working to resolve the discrepancy and avoid un-
necessary contact with the taxpayer.” When the IRS does contact the taxpayer, however,
the CAWR notices and letters are unclear and often leave employers unable to identify the
cause of the discrepancy. For example, suppose an employer reports both wage and non-
wage information returns. The employer files Forms W-2, Forms 1099-R, and Forms 941
for a tax year. The IRS issues a notice of a discrepancy and asks the employer to provide
the information necessary to resolve that discrepancy.’> The notice lists the total amounts
reported on all forms (W-2, W-2G, 1099-R, and 1099-G) and includes a breakdown of the
amounts of Social Security wages, Medicare wages, and income tax withheld, but does not
specifically identify the discrepant data. This lack of specificity forces the employer to
review all of its records, which can be time-consuming and costly. When employers have to
spend a significant amount of time researching past years’ tax information, they may not be
able to respond timely. The employer has 45 days to respond to the CAWR notices.3

When the IRS issues unclear notices, it increases the chance that taxpayers will not respond
timely. Table 1.20.2 below indicates a significant number of employers respond late or not
at all to CAWR notices.

10 Under IRM 21.7.1.4.6.4 (Jan. 1, 2005), the IRS can take payments from one affiliated taxpayer account or tax period to satisfy an unpaid balance on
another affiliated taxpayer account or tax period. It also allows offset to past due federal agency debts in some situations. This practice can lead to much
work “unwinding” unnecessary credit transfers that could have been avoided if the IRS had promptly resolved the original problem.

11 |RM 4.19.4.2 (Feb. 1, 2008).
12 |RM 4.19.4.3.1 (Feb. 1, 2008).
13 |RM 4.19.4.3.1(3) (Feb. 1, 2008).
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TABLE 1.20.2, Response to CAWR Notices'+

Fiscal Year Notices Issued Replies Late Replies'® No Replies Undeliverable Notices
2006 272,105 70,586 107,415 92,708 8,468
2007 275,472 88,103 118,196 128,389 17,146
2008 358,162 76,712 162,232 121,957 14,056

The low taxpayer response rate clearly indicates the IRS has an opportunity to improve
notices sent to employers. For example, the CAWR notices do not provide employers an
option to speak to employees in the CAWR units (who have done the screening, conducted
extensive research, and issued the notice), but instead provide a toll-free number answered
by an automated system. While the employer may reach a live assistor, the assistor is

not able to provide additional guidance but simply advises the employer to respond to

the notice immediately.® Moreover, the live assistor does not have access to the CAWR
Automated Program system' and in many cases must refer the matter to the CAWR Unit.**
Further, the IRS does not send copies of these discrepancy notices to employers’ representa-
tives (including reporting agents). Due to a systemic limitation, the representatives do not

get the pre-assessment notices."

Improper Assessment of Penalties Leads to Subsequent Abatement

Employers are required to file complete and accurate information returns in a timely
manner.” Internal Revenue Code (IRC) § 6721(a) provides for a penalty for failure to file
correct information returns. The penalty is imposed for a failure to file an information
return on or before the due date, or a failure to include all of the information required on
the return or the inclusion of incorrect information. Generally, the penalty imposed under
IRC § 6721(a) is $50 for each return with respect to which a failure occurs, to a maximum
of $250,000 per filer per year.** There are exceptions to the imposition of the penalty and
to the maximum amount of the penalty in cases where the filer corrects the failure within

14 See SB/SE response to TAS research request (Oct. 23, 2008). The table includes data about the notices IRS sends in IRS-CAWR and SSA-CAWR cases.
An IRS-CAWR case involves underpayment of taxes or excess withholding of Federal Income Tax or Advance Earned Income Credit. An SSA-CAWR case is
generated when an employer does not file proper wage and tax statements (Forms W-2) which adversely affect individuals’ retirement benefits.

15 |ate replies are cases in which the employer's response is received by the IRS after the initial case is closed on the CAWR Automated Program (CAP sys-
tem). Late replies consist of current tax years and prior tax years. See IRM 4.19.4.6 (Feb. 1, 2008).

16 |RM 4.19.4.11.1 (Feb. 1,2008).

17 The CAWR cases identified by IRS and SSA are stored on the CAWR Automated Program (CAP) system. The CAP system acts as an audit trail of all actions
taken on the cases worked by IRS. See http://www.irs.gov/ privacy/article/0,,id=139361,00.html (last visited Nov. 21, 2008).

18 |RM 4.19.4.11.1-2 (Feb. 1,2008).

19 However, employers’ representatives receive copies of the notice of penalty assessment (the CP 215 notice). See SB/SE Issue Management Resolution
System, Issue No. 06-0000130.

20 IRC § 6724(d)(1)(A)(vii) defines the term information return as any statement of the amount of payments to another person required by IRC § 6051(d)

(relating to information returns with respect to income tax withheld). IRC § 6051(d) provides that a Wage and Tax Statement (Form W-2) constitutes an
information return.

N

1 |IRC § 6721(d) provides lesser penalty amounts for taxpayers (i.e., small businesses) with gross receipts of $5 million or less.
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a specified time, the failure to include information is de minimis, or the filer’s gross receipts

do not exceed certain amounts.??

IRC § 6721(e) provides for a higher penalty in the case of failures due to intentional disre-
gard of filing requirements for information returns. “Intentional disregard” is defined as
“knowing or willful.”* Whether a person knowingly or willfully fails to file timely or fails
to include correct information is determined on the basis of all the facts and circumstances
in the particular case.” The penalty is the greater of $100 per form required to be filed or
ten percent of the total amount required to be reported on the information returns.>> There

is no set maximum amount for this penalty.?®

SB/SE recently updated its guidance on CAWR case procedures and the application of late
filing penalties under IRC § 6721.7 This update has led to inconsistent application of pen-
alties, including multiple penalty assessments for single infractions. TAS case advocates
are reporting increasing number of cases involving inconsistent treatment of employers.”
Cases with similar fact patterns and proof of timely filing are sent to various campuses,

with very different results.

Table 1.20.3 shows the total assessments and abatements of the IRC § 6721(e) intentional
disregard penalty for FY 2003 to FY 2008.% On average, 81 percent of the penalty dollar
amounts and 39 percent of the number of penalties assessed are later resolved, reduced, or
abated.

22 IRC §§ 6721(b) - (d).

23 Treas. Reg. § 301.6721-1(f)(2).

24 Treas. Reg. § 301.6721-1(f)(2)(ii).

25 |RC § 6721(e)(2)(A) and Treas. Reg. § 301-6721-1(f)(4).

26 Treas. Reg. § 301.6721-1(f)(4) and (5) sets forth the rules and regulations for determining the amount of the penalty, the applicable statutory percentages
and, how to compute the penalty.

27 |RM 4.19.4, CAWR Reconciliation Balancing, was updated in February 2008.

28 Since the change in policy, the TAS Office of Systemic Advocacy has received several advocacy issues regarding the application of the penalty, including
issues concerning the inconsistent treatment of employers at the campuses. See SAMS.

29 The National Taxpayer Advocate’s 2003 Annual Report to Congress included penalty data from 1998 to 2002.
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TABLE 1.20.3, Analysis of Assessment and Abatement of IRC § 6721(e)*
Number of Penalty Number of Abatement Percent of Percent of Dollars
Fiscal Year  Assessments Assessments Abatements Amounts Assessments Abated Abated
2008 90,400 $1,673,461,062 16,313 $843,154,686 18.05% 50.38%
2007 145,508 $2,544,823,429 57,019 $2,044,439,852 39.19% 80.34%
2006 76,111 $3,512,608,088 32,448 $3,258,809,072 42.63% 92.77%
2005 104,994 $2,843,505,108 44,321 $2,522,471,493 42.21% 88.71%
2004 95,345 $2,157,423,272 42,592 $1,905,064,051 44.67% 88.30%
2003 117,096 $1,872,673,195 55,357 $1,615,361,239 47.27% 86.26%

The frequent abatement of penalty assessments under IRC § 6721(e)(2)(A), for intentional
disregard of the filing requirements for information returns, indicates a serious problem
with the administration of this penalty. In the 2003 Annual Report to Congress, the
National Taxpayer Advocate expressed concern about premature CAWR assessments of
tax and penalty, and subsequent abatements.3' The IRS has also recognized that CAWR
assessments and subsequent abatements are a serious problem. In March 2007, the Large
and Mid-Sized Business division (LMSB) analyzed CAWR cases involving its taxpayers that
included assessment of tax and penalties,’* and found the IRS ultimately abated or signifi-
cantly adjusted 9o percent of the penalties. The assessment and subsequent abatement
of penalties causes substantial rework for the IRS. It affects business results and customer
satisfaction because securing the abatements requires substantial resources. Not only does
the improper assessment of CAWR penalties cause a serious drain on IRS resources, it also

imposes an unnecessary burden on employers.

Downstream Consequences Lead to Increased Rework for the IRS

Significant downstream consequences can emerge when the IRS does not timely resolve
tax issues. Potential consequences may include repeat contacts on the same issue, the need
for TAS assistance, revenue loss, and possible costs of enforcement such as collection activ-
ity and appeals.3

Delayed resolution of wage and tax discrepancies negatively affects a variety of corrective
actions to an employer’s account. Correspondence delays generate additional follow-up

contacts from employers, including multiple submissions of information and requests for

30 RS Enforcement Revenue Information System (ERIS), IRC § 6721 Penalty Data on Intentional Disregard Penalty (Sept. 30, 2008). ERIS captures data on
civil monetary penalties.

31 See 2003 National Taxpayer Advocate Report to Congress 220-226.
32 LMSB CAWR Briefing (Mar. 2, 2007).

3.

34 IRS, Taxpayer Assistance Blueprint, Phase Il at 53.
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abatements, calls to the toll-free lines, and referrals to TAS — all of which mean re-work for
the IRS.

The downstream impact on employers is reflected in the increasing volume of TAS cases
involving wage reconciliation. Although SB/SE worked aggressively to reduce the open
CAWR inventory and close overage cases by the end of 2007,35 TAS continues to see growth
in CAWR cases. TAS has experienced a 264 percent increase in cases received on CAWR is-
sues from FY 2005 through FY 2008.3° In FY 2007 and 2008, the number of related SAMS
submissions increased considerably compared to FY 2005 and FY 2006.3 These increases
clearly indicate that many taxpayers are unable to resolve their problems and issues
through normal IRS channels. The prolonged process of reconciling wage and tax returns
adversely affects employers. The delays in case processing discussed above are an undue
burden facing employers when they try to resolve wage reporting discrepancies.

Conclusion

IRS Commissioner Douglas Shulman frequently compares the service the IRS provides
with that of other financial institutions. When interacting with a bank or brokerage firm,
customers want to spend the least amount of time conducting their transactions. Likewise,
the Commissioner stated, “the IRS should do everything possible to make it easy for taxpay-
ers who are trying to navigate the organization, get answers to questions, pay their taxes,
and get on their way.”® To achieve this goal in the CAWR program, the IRS should con-
sider providing specific information about the wage reporting discrepancy on notices and
letters to enable employers to more quickly respond to CAWR correspondence; including
the phone number to the CAWR unit on notices and letters so that employers may contact
a live assistor; and continuously training employees on when it is appropriate to assess

CAWR penalties, thereby minimizing the need for penalty abatements.

IRS Comments

The IRS has taken significant steps to improve the overall effectiveness of the CAWR
program. A one-time inventory backlog has been eliminated, the volume of overage cases
has declined considerably, abatement rates continue to trend downward, and the quality of
case actions continues to improve. The IRS is dedicated to building upon these successes

and will continue to explore opportunities to improve the CAWR program.

35 See SB/SE Business Performance Review 35 (Aug. 13, 2007).
36 TAS case receipts for CAWR increased from 1,663 cases in FY 2005 to 2,867 cases in FY 2006 to 4,563 cases in FY 2007 to 6,059 cases in FY 2008.
This is an increase of 264 percent from FY 2005 to FY 2008. See TAS Technical Analysis and Guidance response to research request (Nov. 10, 2008).

37 TAS Office of Systemic Advocacy received 14 advocacy issues regarding CAWR in FY 2007 and 14 more issues in FY 2008, a significant increase over the
six issues received in FY 2005 and the five in FY 2006. The advocacy issues describe the problems as backlogs of CAWR casework and taxpayer corre-
spondence, premature collection and enforcement actions, and inconsistent application and treatment of CAWR civil penalty cases at the campuses. See
SAMS.

38 Remarks of IRS Commissioner Douglas Shulman Before the American Bar Association, at http://www.irs.gov/irs/article/0,,id+18280,00.html (last visited
Oct. 24, 2008).

322 Section One — Most Serious Problems



Most Serious

Problems

Inefficiencies in the Administration of the Combined Annual Wage Reporting (CAWR)

Program Impose Substantial Burden on Employers and Waste IRS Resources S

Recent actions taken by the IRS have produced notable improvements. To address an
inventory backlog and alleviate taxpayer burden, the IRS implemented programming
changes to prevent erroneous workload downloads. The IRS worked one-on-one with
Reporting Agents affected by the backlog and provided expeditious handling of their
clients’ cases. The IRS established performance improvement milestones for the impacted
campus and continuously monitors progress. As a result of these efforts, inventory
backlogs in the CAWR program have been eliminated and overage casework has trended

downward consistently over the past several months as shown in the chart below. %

TABLE 1.20.4, CAWR Overages FY 2007-2008

Month Ending FY 07 Overage FY 08 Overage FY 08 vs. FY 07
March 35,291 29,115 -17.5%
April 30,309 23,669 -21.9%
May 24,696 16,808 -31.9%
June 65,959 11,741 -82.2%
July 58,614 11,346 -80.6%
August 59,219 14,859 -14.9%
September 45,588 28,343 -37.8%

The IRS has taken steps to improve CAWR correspondence and has identified a number of
system enhancements that focus specifically on improvements to CAWR notices. During
FY 2010, copies of CAWR notices will automatically be sent to taxpayers’ authorized rep-
resentatives, interim letters to acknowledge the receipt of taxpayer correspondence will be
systemically generated, and notice content and clarity will be improved through the use of
case specific notice paragraphs. The IRS has also established a Taxpayer Correspondence
Team (TaCT). Participants represent agency wide program areas, including CAWR/FUTA.
The objective of the team is to further improve understandability and clarity of IRS notices
and correspondence.

The IRS has bolstered outreach efforts to educate taxpayers on the importance of respond-
ing timely to CAWR Notices. Information was added to www.irs.gov on responding to
SSA-CAWR Notices.* An article was included in the fall 2008 edition of the SSA/IRS
Reporter linking the reader to the www.irs.gov for tips on responding to CAWR notices.
Finally, the IRS developed and distributed background information about the CAWR
program as well as a guide for responding to SSA-CAWR notices to the Reporting Agent
community including the National Payroll Reporting Consortium, Independent Payroll

Providers Association, and the American Payroll Association.

39 Source: Compliance Inventory Reports (CIR).
40 RS, Combined Annual Wage Reporting Missing Form W-2 Inquiries, at http://www.irs.gov/businesses/small/article/0,,id=182835,00.html.
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From 2003 through 2007, the percentage of penalty abatements decreased from 47 per-
cent to 31.8 percent.*' In 2008, the abatement rate fell to 18.05 percent.** The downward
abatement trend is expected to continue as a result of outreach efforts and clarified case
processing guidance.#* The downward trend is also attributable to the collaborative efforts
between SB/SE and LMSB to develop and implement an improved referral process between
CAWR and the Large Corporation Technical Units (LCTUs). The refined process allows

CAWR to resolve more large corporate case discrepancies prior to issuing a notice.

The IRS acknowledges that the download of unplanned inventory by campus operations
did influence a one-time increase to CAWR-related TAS casework. As noted earlier, this
backlog has now been eliminated. However, the IRS has concerns with the accuracy of
the CAWR TAS case volumes and percentage increases noted in the National Taxpayer
Advocate’s report. In March 2008, IRS headquarters began collaborative efforts with TAS
to address the increase in CAWR and FUTA related TAS cases. During related discussions,
the IRS found that TAS case volumes attributed to the CAWR program on the Taxpayer
Advocate Management Information System (TAMIS) included non-CAWR casework from
at least four other IRS programs. The IRS also reviewed a sampling of 25 cases that TAS
provided as CAWR/FUTA cases and found that 32 percent were unrelated to either CAWR
or FUTA.

In her report, the National Taxpayer Advocate makes three specific suggestions to improve
the CAWR program. The IRS has taken or is taking the following actions with respect to
these suggestions:

As noted in the National Taxpayer Advocate’s report, CAWR notices include several pieces
of information. The notices provide information on discrepancies between the amounts
reported to the IRS on employment tax returns and the corresponding amounts submitted
on Forms W-2, W-2G, 1099-R, and 1099-G for each of the following fields:

® Social Security Wages;
® Social Security Tips;
® Medicare Wages;

® Federal Income Tax (FIT) Withheld; and

® Advanced Earned Income Credit (EIC) Payments.

These items are reported as overall totals on the employment tax returns. When the sum
total of the corresponding amounts the taxpayer reports to the IRS on Forms W-2, W-2G,
1099-R, and 1099-G do not match the employment tax return, a notice is issued. Due to
the aggregate reporting on the employment tax returns, the IRS is unable to determine the

41 See Table 1.20.3, supra.
42 |RS ERIS, IRC § 6721, Penalty Data on Intentional Disregard Penalty (Sept. 30, 2008).
43 IRM 4.19.4.6.1(6) - Late Replies Addressing SSA-CAWR Penalties.
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specific information return(s) that may be the source of the mismatch. The IRS also does
not know whether the mismatch was due to misreporting on the employment tax returns
or the information return(s). Therefore, additional specificity to identify the discrepant
data as suggested by the National Taxpayer Advocate is not possible.

The IRS has been exploring the feasibility of establishing a unique toll-free telephone
number for use in the CAWR program. While this is being pursued, taxpayers who call the
current business toll-free customer service number can speak to a customer service repre-
sentative (CSR). Through the Integrated Data Retrieval System, CSRs have access to the
same information that is available to CAWR program employees on the CAWR Automated
Program (CAP) System. In addition, the CAWR handbook, IRM 4.19.4, includes an entire
section that provides CSRs with guidance needed to respond to CAWR related inquiries.#
Finally, until a CAWR program toll-free telephone number is available, the IRS will con-

tinue to use the current business toll-free customer service number on CAWR notices.

Clarifications regarding the late filing/intentional disregard penalties were finalized and
included in the February 2008 CAWR handbook revision.# Related training materials were
similarly updated to correspond with the clarified IRM guidance. The IRS did discover
isolated instances where examiners, in one campus, had misinterpreted the updated
instructions and were inappropriately attempting to apply multiple penalty assessment

for single infractions. Upon discovery, IRS took immediate action to ensure the guidelines
were being applied appropriately. We believe these efforts have sufficiently resolved the

previous training issues.

Taxpayer Advocate Service Comments

The IRS should make it easier for employers to report wage and tax data and reconcile dis-
crepancies. The National Taxpayer Advocate commends the IRS for its efforts to eliminate
the backlog of inventory, reduce overage cases, and drive down penalty assessment and
subsequent abatement rates. These are important steps to improving the efficiency of the
CAWR program.

The IRS suggests that the increase in CAWR-related TAS casework was a one-time event
attributable to the download of unplanned inventory by campus operations. The National
Taxpayer Advocate does not agree with the IRS’s perception that the rise in CAWR cases
was due to a one-time event. An analysis of TAS case issues and feedback from taxpay-
ers and practitioners suggests other factors contributed to the increase in TAS casework.
As noted above, TAS case receipts involving CAWR issues went up 264 percent between

44 |RM 4.19.4.11, IRS-CAWR/SSA-CAWR - CSR Information.
45 |IRM 4.19.4.
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FY 2005 and FY 2008. During this period, TAS case advocates, employers, and practitio-
ners complained about delays in case processing and repeated requests for documentation.
In March 2008, SB/SE identified the lack of adequate clerical procedures and inventory
management controls as reasons for the backlog.*® TAS analysis of recent CAWR cases
identifies the administration of penalties imposed under IRC § 6721(a) and (e) as a com-
mon issue. In our view, the problems with the CAWR program cannot be attributed solely

to a one-time event.

The IRS noted that it worked one-on-one with reporting agents affected by the backlog
to expedite the handling of their clients’ cases. We commend the IRS for conducting this
outreach, but what about the employers who were not represented by reporting agents?
When significant delays occur in case processing, the IRS must communicate with all af-
fected taxpayers — represented or otherwise.

The IRS states penalty abatements fell to 18.05 percent in FY 2008. We note that this fig-
ure refers to the percentage of assessments abated; the percentage of dollars abated in FY
2008 was still over 50 percent (50.38 percent).¥” We further note that both assessments and
dollars abated will almost certainly increase over time. For example, the FY 2008 number
for assessments abated was 10.7 percent and the percent of dollars abated was 17.8 percent
as of March 2008.4% By September 2008, the number of cases with penalty abatements had
risen 7.35 percent while dollars abated increased 32.58 percent.

The IRS expressed concerns about the accuracy of the volume of TAS case receipts and the
percentage of increases noted above, pointing to a review of 25 TAS cases that found 32
percent (eight cases) were unrelated to CAWR or FUTA. TAS provided the IRS with this
sample of 25 cases for the TAS-IRS CAWR and FUTA Rework Study. The purpose of this
small sample was to help TAS and the IRS develop a data capture instrument for the study.
Further review of the eight cases shows the cases did involve a CAWR, FUTA, or civil
penalty issue in at least one tax period. Most of these cases involved multiple tax periods

and multiple issues.

The National Taxpayer Advocate commends the IRS on its efforts to improve the clarity
and the content of CAWR notices and letters. However, the IRS can and must do more to
communicate clearly about the CAWR program and the applicable penalties. The notices
should include information that will help employers understand how to reply and provide

documentation to resolve discrepancies.

46 To remedy this problem, SB/SE created an IRM for clerical operations and program control guide. See IRM 4.19.22 (Apr. 2, 2008); FY 2008 CAWR
Control Directions.

47 SeeTable 1.20.3, Analysis of Assessment and Abatement of IRC § 6721(e), supra.
48 IRS ERIS, IRC § 6721 Penalty Data on Intentional Disregard Penalty (Mar. 31, 2008).
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Recommendations

The National Taxpayer Advocate recommends the IRS take the following actions to im-
prove the CAWR program:

1. Redesign CAWR notices and letters to include specific information about the wage
reporting discrepancy to enable employers to respond more quickly, or provide
employers with more time to respond.

2. Include a toll-free telephone number for the CAWR unit on notices and letters so
employers can contact a live IRS employee.

3. Provide regular refresher training for employees on when it is appropriate to assess
CAWR penalties, incorporating examples culled from inventory showing when it is
and is not appropriate to impose the penalty.
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Status Update: The IRS’s Private Debt Collection Initiative is Failing in
Most Respects

Responsible Official

Chris Wagner, Commissioner, Small Business/Self-Employed Division

Definition of Problem

In congressional testimony this past year, the National Taxpayer Advocate reiterated her
call for repeal of the IRS’s authority to use private collection agencies (PCAs) to collect
delinquent taxes, citing numerous deficiencies and concerns with the initiative.! Most of

the deficiencies still exist and several new concerns have arisen:

® Data analysis shows that PCAs are less efficient than the IRS at resolving taxpayers’

cases;

® Taxpayers would be better served if the IRS Collection function intervened quickly —
before liabilities balloon because of accumulating interest charges to the point where
more taxpayers cannot afford to pay them - rather than sending cases to PCAs, where
cases seem to languish;

® After working with the PCAs for several years, the IRS has not identified any “best
practices” from the agencies that it finds worthy of adoption; and

® [ong-term risks to taxpayer rights and taxpayer privacy remain.

Because PCAs do not have the authority to determine or negotiate the amount of a taxpay-
er’s liabilities, the only cases PCAs can resolve are those in which there is no dispute about
the liability amount. Cases that fit the criteria for PCA referral are quite limited. Thus,
while the IRS collected $2.7 trillion in fiscal year (FY) 2007 overall,” the IRS has been devot-
ing significant time, energy, and dollars toward maintaining a program that brought in only
$37 million on a gross basis (before subtracting the operating costs of the program, the com-
missions of up to 25 percent paid to the PCAs, and indirect payments) in FY 2008.3 Taking
into account the opportunity costs of spending appropriated funds on the private debt col-
lection (PDC) program instead of spending those funds on more productive IRS Collection
activities, the PDC program is probably causing a net reduction in federal revenue, which
obviously defeats the purpose of the program. IRS data now show that the IRS’s Collection
function outperforms the PCAs in almost every way.

L Internal Revenue Service FY 2009 Budget Request: Hearing Before the Senate Subcomm. on Financial Services and General Government Committee on
Appropriations, 110th Cong. (Apr. 16, 2008) (statement of Nina E. Olson, National Taxpayer Advocate).

2 IRS, FY 2007 Data Book, Table 1.
3 IRS, Filing and Payment Compliance Advisory Council (Oct. 20, 2008).
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Analysis of Problem

Background

Since the inception of the PDC program in 2002, the National Taxpayer Advocate has
expressed concerns about the initiative and has identified it as a serious problem in her last
three Annual Reports to Congress.* In these reports and in prior testimony, the National
Taxpayer Advocate raised questions about cost effectiveness, transparency, inventory issues,
training, privacy, and taxpayer rights.> The IRS has attempted to address several of these is-
sues by including TAS in the development of training materials and posting the PCA Policy
and Procedures Guide on IRS.gov.® However, despite the IRS’s best efforts to make the
initiative a success, its own Collection function can resolve taxpayer cases more efficiently

and can better protect taxpayer rights.

The IRS Collection Function Is More Efficient at Resolving Taxpayer Cases.

Data analysis now shows that the IRS Collection function performs much better than the
PCAs. The Automated Collection System (ACS), which is responsible for locating taxpayers
by correspondence and phone and attempting to collect unpaid tax liabilities, is similar to
the PCAs in design and purpose. TAS used data from the IRS’s Cost Effectiveness Study,
which has not yet been finalized and is still under IRS review, and compared PCA inven-
tory to ACS cases that are very similar to cases worked by the PCAs, such as those involving
relatively low dollar amounts or those in which the taxpayer cannot be contacted.” The
results were striking: ACS performed substantially better, collecting three times as much

as the PCAs (i.e., ACS collected 13 percent of the balance due while PCAs collected four
percent of the balance due).?

Moreover, ACS performed better at working “PCA-like” inventory than at working its so-
called “next best case” inventory.? Totally apart from the PDC program, this finding could
and probably should have a dramatic impact on the way the IRS prioritizes its collection
cases. The IRS has repeatedly stated that if given additional funding for collection activi-
ties, it would not choose to work the types of cases it assigns to the PCAs. Instead, the IRS

4 See National Taxpayer Advocate 2007 Annual Report to Congress 411; National Taxpayer Advocate 2006 Annual Report to Congress 34; National Taxpayer
Advocate 2005 Annual Report to Congress 76. For a discussion of the National Taxpayer Advocate’s initial position on the Private Debt Collection initiative,
see IRS Use of Private Debt Collection Agencies by the IRS: Hearing Before the Subcomm. on Oversight of the H. Comm. Ways and Means, 108th Cong.
(May 23, 2003) (statement of Nina E. Olson, National Taxpayer Advocate).

5 See National Taxpayer Advocate 2007 Annual Report to Congress 411; National Taxpayer Advocate 2006 Annual Report to Congress 34; National Taxpayer
Advocate 2005 Annual Report to Congress 76; Internal Revenue Service Operations and FY 2009 Budget: Hearing Before the Subcomm. on Oversight of
the H. Comm. on Ways and Means, 110th Cong. (Mar. 13, 2008) (statement of Nina E. Olson, National Taxpayer Advocate), and Internal Revenue Service
FY 2009 Budget Request: Hearing Before the Subcomm. on Financial Services and General Government of the S. Comm. on Appropriations, 110th Cong.
(Apr. 16, 2008) (statement of Nina E. Olson, National Taxpayer Advocate).

6 IRS, Private Collection Agency (PCA) Policy and Procedures Guide, at http://www.irs.gov/pub/irs-pdf/p4708.pdf (July 1, 2008).

7 IRS response to TAS research request (Nov. 10, 2008). ACS worked cases similar to the types handled by PCAs, which are: shelved, low priority, or unable
to locate or contact delinquency cases with balances due less than $100,000.

8 IRS response to TAS research request (Dec. 19, 2008).

9 The next best cases are cases that the IRS has prioritized and usually involve high dollar balances due of less than $100,000 for the Wage and Investment
(W&I) Division and less than $100,000 for the Small Business/ Self-Employed (SB/SE) Division.

Taxpayer Advocate Service — 2008 Annual Report to Congress — Volume One 329



Most Serious

Problems

Status Update: The IRS’s Private Debt Collection Initiative is Failing in Most Respects

has maintained it has a large category of cases that it currently lacks the resources to work,
but that it believes would generate a higher return on investment than the cases being
assigned to the PCAs. In general, the IRS has used the dollar amount of the balance due
as a primary factor when prioritizing cases. However, data suggests the IRS business rules
for determining the “next best cases” are far off the mark. While ACS collected 13 percent
of the balance due when working “PCA-like” inventory, it brought in just two percent of
the balance due for Wage and Investment (W&I) Division inventory and four percent for
Small Business/Self-Employed (SB/SE) Division inventory when working what the IRS has
heretofore considered its “next best case” inventory.* This finding suggests that waiting
until liabilities become large is not only bad for taxpayers but bad for revenue collection
as well. It suggests that working the current inventory, even where the liabilities involve
lower dollar amounts, may be more productive than waiting until interest charges accrue to

the point where it is more difficult for the taxpayer to satisfy the tax debt.”

IRS Early Intervention Is More Beneficial to Taxpayers than Having Their Cases Sit
in the PCAs’ Inventory.

As the above statistics illustrate, the IRS is very successful when it takes action on smaller
liabilities, which also enables the taxpayer to resolve his or her liability before penalties
and interest accumulate. Having the IRS work these cases upfront, rather than waiting

for the penalties and interest to balloon high enough for the IRS to deem them a priority,
is better for the taxpayer and is consistent with the IRS’s Strategic Plan.”” The National
Taxpayer Advocate believes that prioritizing cases according to the greatest balance due
amount, rather than intervening early, harms taxpayers and impacts voluntary compliance.
Therefore, we believe the IRS should rethink this approach to prioritizing cases as a first
step toward meeting the goals established in its Strategic Plan to “expedite and improve

issue resolution” and to deliver “improved service to make voluntary compliance easier.””3

While the IRS resolved PCA-like cases efficiently in the cost effectiveness test, the PCAs
are permitting cases to linger unresolved. Of the 181,210 modules placed with the PCAs
through March 2008, only 36,000 (about 20 percent) have been resolved. This suggests
that over 145,000 modules have remained unresolved in PCA inventory for at least six
months, in addition to another 107,000 modules assigned during the last half of FY 2008."
Since 62 percent of collections typically occur within the first six months, the most lucra-

10 |RS response to TAS research request (Dec. 19, 2008). In addition to collecting a higher percentage of the balance due on the “PCA-like” inventory, ACS
also collected over eight times as many actual dollars from the “PCA-like” inventory than from W&I or SB/SE next best case inventory.

11 See National Taxpayer Advocate 2006 Annual Report to Congress 68-69. As noted in the 2006 report, IRS data provides ample evidence to suggest the
IRS may not be working its optimal inventory, and collecting newer, lower dollar inventory is more effective than working older, higher dollar inventory.

12 |RS, Strategic Plan 2009-2013: Overview.

13 d.

14 PCA inventory at the end of FY 2007 = 107,544 + 73,666 PCA receipts through March FY 2008 = 181,210 cases available for PCAs to work through
March FY 2008. FY 2008 dispositions include 25,808 full pay cases, 6,547 installment agreements (IAs), 1,800 cases reported as currently not col-
lectible, and 1,630 closed because the taxpayer was deceased or in bankruptcy for total FY 2008 dispositions of 35,785 or 19.7 percent (35,785 /
181,210) of FY 2008 cases assigned to the PCAs for at least six months. IRS, Private Debt Monthly Snapshot (Oct. 4, 2007); IRS, Filing and Payment
Compliance Modernization Briefing Private Debt Collection (Apr. 14,2008), IRS, Filing and Payment Compliance Advisory Council (Oct. 20, 2008).
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tive time for collection has passed.’> With more than 8o percent of PCA revenue collected
within the first six months of placement, it appears unnecessary and risky to leave personal
tax information with the PCAs for much longer than six months while the agencies take
little productive action on their cases. The PCAs have held many cases in inventory for
well over a year and they are just now being recalled.

Instead of putting these cases back into its pile of low priority cases, the IRS should evalu-
ate what type of cases are coming back from the PCAs to prevent similar cases from going
to the agencies in the first place and sitting in inventory. In our view, the IRS should work
these cases itself once this analysis has been completed. Once the IRS selects a case for
collection action, IRS Collection policy has generally been to work the case to completion.
If the IRS did not work cases to completion, more taxpayers would choose to ignore IRS
Collection attempts, hoping that the IRS would eventually give up. The impression that
collection cases will be worked to completion will be undermined if the IRS assigns a case
to a PCA and then shelves the case if the PCA is unsuccessful in collecting the debt, poten-
tially contributing to a perception that ignoring tax collection may be a successtul strategy.

After Working with PCAs for Several Years, the IRS Cannot Identify Any Best
Practices to Adopt from the PCAs.

One of the theoretical benefits of contracting with private industry was that the IRS could
learn techniques to improve its own efficiency and efficacy. However, in attempting to
identify best practices based on the PCAs’ work, the IRS PDC Program Office found that
“the IRS is a high performing organization using many of the same practices used in pri-
vate industry,” and has not yet been able to adopt any practices.® To the contrary, the IRS
identified areas needing improvement in the PCAs’ collection practices, such as the agen-
cies’ contacting and authentication rate.”7 It is significant that the IRS has turned out to be
more efficient at resolving taxpayers’ cases than the PCAs and is now assisting the PCAs on

improving their collection practices.

Long-Term Risks to Taxpayer Rights and Taxpayer Privacy

The National Taxpayer Advocate recognizes that the IRS has established and enforced
safeguards that have protected against significant violations of taxpayer rights and taxpayer
privacy.”® However, we remain concerned that the use of PCAs poses long-term risks in
these areas, and even the strictest safeguards will only mitigate the inherent risks of this
initiative. While the mission of the federal government is to serve its citizens, the mission
of private companies like PCAs is to maximize profits. The PCAs’ compensation is heavily
tied to the amount of debt they collect, which may lead some collection agencies to take
shortcuts or violate the rights or privacy of the debtors whose accounts they are trying to

Data based on cases assigned since PDC program inception through cycle 200739, meaning each module was assigned to the PCAs for at least one year.
IRS, Filing and Payment Compliance Advisory Council (Sept. 26, 2007); IRS response to TAS research request (Nov. 10, 2008).

IRS, Filing and Payment Compliance Advisory Council (May 5, 2008).

IRS, Tax Collection Services Statement of Work, TIRNO-08-K-00164, 8, 10, 23,24 (§ 1.13-15 and 9J.3.2.1-5) (Mar. 8, 2008).
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collect. Largely because of this incentive, the Federal Trade Commission reports that it

receives more consumer complaints about PCAs each year than about any other industry.”

Additionally, PCA employees do not face the same consequences as IRS employees for
violating taxpayer rights or privacy. An IRS employee who violates taxpayer rights or
privacy may be subject to termination or another serious penalty. By contrast, the IRS does
not require PCAs to take any action in such cases other than to remove the employee from
work on IRS debts. For example, a PCA employee who violates the Taxpayer Bill of Rights,
Taxpayer Bill of Rights 2, Fair Debt Collection Practices Act, Privacy Act, Disclosure statutes,
or other applicable laws would only have to be taken off the IRS contract, not terminated

like an IRS employee in the same circumstances.”

We want to emphasize that to the best of our knowledge, no significant violations of this
nature have occurred and the IRS has implemented procedures to minimize the risks. But
we also believe that the incentives are such that violations eventually are likely to occur if

the program is continued for the long term and particularly if it is expanded.

Conclusion

The National Taxpayer Advocate remains concerned that there is an inherently greater

risk to taxpayer rights and taxpayer privacy when tax collection is outsourced to private,
for-profit businesses. Further, data shows that the IRS is far superior to the PCAs in resolv-
ing taxpayer cases.” Not only does the IRS outperform the PCAs in collecting revenue,

but it also resolves more cases earlier, which benefits taxpayers by preventing interest

and penalties from growing. Given the risk to taxpayer rights and the failure of the PDC
initiative to produce revenue that exceeds expenses to date, the National Taxpayer Advocate
continues to believe that the program should be discontinued.”” Moreover, the analysis of
the IRS-PDC Cost Effectiveness Study suggests that if the IRS redesigned its own method
of selecting priority cases, it would collect greater revenue, earlier in the process, at less cost

and burden to taxpayers.

19 Federal Trade Commission, Annual Report 2008: Fair Debt Collection Practices Act 12.

20 IRS, Tax Collection Services Statement of Work, TIRNO-08-K-00164, 8, 10, 23,24 (§ 1.13-15 and 9J.3.2.1-5) (Mar. 8, 2008). PCA employees are subject
to a number of criminal and civil penalties if they make unauthorized disclosures. However, beyond these penalties the IRS itself has no authority to
terminate employment, but only to remove that employee from the contract. This means the employee may still be employed with the PCA, where as IRS
employees would be terminated in addition to civil and criminal penalties.

21 The PCAs disposed of 18 percent of their FY 2008 inventory by receiving full pay or establishing an installment agreement. Calculation based on PCA FY
2007 ending inventory, PCA receipts through March 2008 and PCA full pay and IA dispositions through all of FY 2008 (PDC Monthly Snapshot Reports
for Sept. 2007, Mar. 2008, and Sept. 2008). ACS closed 41 percent of its FY 2008 inventory by full pay or the establishment of an IA. Calculation based
on ACS FY 2007 IMF ending inventory, ACS IMF receipts through March 2008 and ACS IMF dispositions through all of FY 2008 (Collection Activity Report
5000-2 for Sept. 2007, Mar. 2008, and Sept. 2008).

22 |RS, Filing and Payment Compliance Advisory Council, 15 (May 1, 2007); e-mail from Director, PDC Program Office, to TAS Attorney Advisor (Feb. 29, 2008).
The IRS incurred $71 million in start-up cost for the PDC initiative. Since that point, the initiative has incurred annual costs of about $7.65 million. This
results in a total cost for the PDC initiative of $78 million. However, the initiative’s projected cumulative for actual dollars collected is $73 million. This
means the initiative’s costs still exceed its revenue by $5 million. IRS, Filing and Payment Compliance Advisory Council (Nov. 17, 2008).
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IRS Comments

Over the past year, the IRS and the National Taxpayer Advocate have collaborated on ef-
forts to improve the PDC program, maintain a high level of work quality and performance,
and enforce the safeguards established to protect taxpayer rights and taxpayer privacy. The
IRS improved the transparency of PCA operations, added opt-out language to the IRS.gov
web page for taxpayers who have had their accounts placed with the PCAs, and delivered
refresher training to PCA employees. The IRS is committed to continuing to improve pro-
gram performance, and we look forward to working with the National Taxpayer Advocate

in addressing some of the key points outlined in her report.

The PDC program has been successful when measured against the goals established for it
at inception. The program has generated revenue which would have gone uncollected in
the absence of the program and allowed for the earlier resolution of taxpayer accounts than
would have otherwise occurred. Specific accomplishments include:

® Coverage: Through October 25, 2008, the program has placed 178,460 taxpayer

entities.”?
® Dollars collected: $72.7 million in gross revenue has been collected.*

® High taxpayer satisfaction: Taxpayer satisfaction has averaged nearly 96 percent since

program inception.*

® High quality: Regulatory, procedural, and customer accuracy metrics have averaged 99

percent since program inception.*®

It is important to evaluate the PDC program in the context of its original design and
purpose.” Given limited IRS collection resources, PCAs provide an alternative method
for taxpayers with unpaid tax liabilities to resolve their tax obligations. Cases selected for
PCA assignment are from inventories that IRS employees would not otherwise work. As
the IRS stated in the National Taxpayer Advocate’s 2007 Annual Report to Congress, “The
issue is not whether the PCAs or IRS can do a better job collecting this revenue. The issue
is whether the revenue collected by PCAs goes uncollected.””® The two organizations are
inherently different, and will never have identical processes, people, or technology.

The IRS agrees with the National Taxpayer Advocate that early intervention in delinquent
taxpayer cases is beneficial for both the taxpayer and the IRS. The IRS currently makes

23
24
25
26
27

28

IRS, Filing and Payment Compliance Modernization Briefing 3 (Nov. 17, 2008).
Id. at 4.
Id. at 3.
Id. at 4.

The National Taxpayer Advocate used data in her report from an unfinished IRS Private Debt Collection Cost Effectiveness Study to compare PCA perfor-
mance with the performance of IRS collection functions. Draft report findings have not been validated nor shared outside the PDC program. IRS leadership
will review and approve the final report prior to its release.

National Taxpayer Advocate 2007 Annual Report to Congress 422.
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several attempts through the notice process to resolve a taxpayer’s delinquency prior to the
case being assigned to the ACS, Field Collection, or a PCA.

The IRS concurs with the National Taxpayer Advocate position that cases being returned
from the PCAs should be evaluated to help improve both IRS and program performance.
The IRS has initiated a comprehensive plan to recall cases assigned to PCAs for more
than 26 months in which no payments have been received within the past 6o days. Cases
returned under the recall process will be analyzed to identify improvement opportunities

for inventory selection and case processing procedures.

A potential benefit from the PDC program is the identification of best practices in use

by private sector collection agencies which could be adopted by the IRS. Dissimilarities
between IRS and PCA operations have made the identification of best practices more
challenging. While we have not yet formally adopted PCA best practices within the IRS,
we continue to investigate opportunities to apply lessons learned from the PDC program to
IRS operations.

The IRS appreciates the National Taxpayer Advocate’s acknowledgement that we have
established and enforced safeguards for the PDC program that have protected taxpayer
rights and taxpayer privacy. Protection of taxpayer rights and privacy has been an over-
riding consideration in program administration since its inception, and will continue to be
so going forward. To date, there are no reported instances of taxpayer information being
misused or protected taxpayer information being intentionally disclosed. The IRS will
continue its aggressive oversight of the program to ensure the PCAs maintain the highest

level of compliance with all statutory requirements.

The PDC program is just one component of the IRS overall collection strategy. The pro-
gram has reduced potentially collectible delinquent tax receivables by providing taxpayers
with the opportunity to resolve their tax liabilities sooner. Aggressive oversight and effec-

tive management have ensured PCA adherence to contract.

Taxpayer Advocate Service Comments

The National Taxpayer Advocate acknowledges the steps the IRS has taken to improve

the PDC program and appreciates its collaboration with TAS throughout the program.
Additionally, the National Taxpayer Advocate is encouraged to learn that the IRS will care-
fully analyze the cases it recalls from the PCAs. However, the National Taxpayer Advocate
still holds numerous concerns about the protection of taxpayer rights and the overall
success of the program. It makes little sense for the IRS to continue to devote significant
time, energy, and dollars toward maintaining a program that brought in only $37 million
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in FY 2008% and $72.7 million overall*® on a gross basis (before subtracting the operating
costs of the program, the commissions of up to 25 percent paid to the PCAs, and indirect
payments), especially when these figures are compared to the $2.7 trillion the IRS collected
in FY 2007.3

The IRS argues the PDC program has brought in revenue that would have gone uncollected
and has resulted in earlier intervention in cases, but this is true only if the IRS did not
take any action on these cases. The choice does not come down to either failing to work
cases or hiring PCAs. In fact, the National Taxpayer Advocate has long suggested that
PCA-type cases may be productive inventory for the IRS to work, and now there is data to
support this claim.3* For instance, the results of a study conducted by the IRS shows that
ACS performed substantially better, collecting three times as much as the PCAs (collecting
13 percent of the balance due while PCAs collected four percent) when working “PCA-like”
inventory.?* The data demonstrates how superior the IRS is at resolving these cases and
how keeping tax collection inside the IRS benefits the IRS and taxpayers alike. Not only
did the study show the IRS’s ability to resolve cases more efficiently than the PCAs, but

it also demonstrated that ACS performed better at working “PCA-like” inventory than at
working its so-called “next-best case” inventory. This finding was totally apart from the
PDC program, but nonetheless, it should have a significant impact on the way the IRS

prioritizes its collection cases.?

The National Taxpayer Advocate understands that the IRS attempts to resolve taxpayers’
cases through its notice process, but once this process has run its course, cases are placed
on a “shelf” until interest charges accrue to the point where it is more difficult for the
taxpayer to satisfy the debt.35 Now, instead of sitting on the IRS’s shelf, it appears many of
these cases are languishing in PCA inventory.3® The IRS’s own policy now permits cases to
stay with PCAs for 26 months before being recalled. In light of the recent data cited in this
report and the IRS’s commitment to early intervention, it seems the IRS needs to repriori-
tize its case inventory, so it works these smaller cases up front, rather than waiting for the
penalties and interest to mushroom enough for the IRS to deem them a priority.>

29 IRS, Filing and Payment Compliance Advisory Council (Oct. 20, 2008).

30 IRS, Filing and Payment Compliance Advisory Council (Nov. 17, 2008). This figure includes dollars for the first month of FY 2009.
31 RS, FY 2007 Data Book, Table 1.

32 See National Taxpayer Advocate 2006 Annual Report to Congress 68-69.

33 IRS response to TAS research request (Nov. 10, 2008).

34 IRS response to TAS research request (Dec. 19, 2008). This data was collected by the IRS’s own Cost Effectiveness Study, which has not yet been
released.

35 See National Taxpayer Advocate 2006 Annual Report to Congress 68-69. As noted in the 2006 report, IRS data provides ample evidence to suggest the
IRS may not be working its optimal inventory, and collecting newer, lower dollar inventory is more effective than working older, higher dollar inventory.

36 Of the 181,210 modules placed with the PCAs through March 2008, only 36,000 (about 20 percent) have been resolved. This suggests that over
145,000 modules have remained unresolved in PCA inventory for at least six months, in addition to another 107,000 modules assigned during the last
half of FY 2008.

37 IRS, Strategic Plan 2009-2013: Overview.
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In its response, the IRS states that the PDC program should be evaluated “in the context of
its original design and purpose.” Under that analysis, the program is a failure. It was origi-
nally projected to bring in between $1.5 and $2.2 billion over ten years,3* and $46 million
in FY 2007 and $88 million in FY 2008. Instead, the program has raised only $32 million
cumulative in FY 2007 and $37 million through FY 2008 in gross revenue (this is before
subtracting the operating costs of the program, the commissions of up to 25 percent paid to
the PCAs, and indirect payments collected through offsets).#> The IRS no longer publishes
these ten-year projections and has not yet revised these long-term projections. Moreover,
although the original “design” stated that PCAs would only work “simple” cases that taxpay-
ers either agreed to or made three or more voluntary payments toward, since FY 2007 IRS
has considered (and is) referring more complicated cases to the PCAs as the inventory of

w_ . ” M 41
51mple cases proves nonexistent.

Most disturbing, the IRS misses the fundamental lesson is should draw from this initiative:
that the IRS needs to develop processes — beyond the important notice stream — for actively
interviewing and contacting taxpayers early in the collection life cycle. The IRS’s cost
effectiveness study shows how successful the IRS can be when it approaches cases in this
manner. It is true that the National Taxpayer Advocate elsewhere in this report identifies
aspects of the IRS’s collection program that need improvement.#* Nevertheless, the cost
effectiveness data, combined with the IRS’s mission of helping taxpayers become compli-
ant (as contrasted to the PCA mission of maximizing profits for its shareholders), makes
the case that federal tax collection should remain in the hands of the federal employees
charged to collect federal revenue.

38 IRS, Filing and Payment Compliance Advisory Council (May 1,2007) at 14.

39 .

40 Id.at 2. The PDC program collected $32 million in gross revenue for FY 2007. [RS, Filing and Payment Compliance Advisory Council (Oct. 20, 2008) at
4. The PDC program collected $37 million in gross revenue for FY 2008.

41 IRS, Filing and Payment Compliance Advisory Council at 7 (Jan. 14, 2008). The taxpayers have not agreed to the additional tax assessed in these
cases. It seems it would be more efficient for the IRS worked these cases itself, rather than sending them to the PCAs, since taxpayers have not agreed
with the assessment and may dispute the addition to tax.

42 See Most Serious Problem, The IRS Needs to Fully Consider the Impact of Collection Enforcement Actions on Taxpayers Experiencing Economic Difficulty,
supra.
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